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CHINA’S EXCHANGE RATE POLICY 


WEDNESDAY, MARCH 24, 2010 

U.S. House of Representatives, 

Committee on Ways and Means, 

Washington, DC. 

The Committee met, pursuant to notice, at 10:02 a.m. in 1100 
Longworth House Office Building, the Honorable Sander M. Levin 
[chairman of the committee] presiding. 

[The advisory of the hearing follows:] 


( 1 ) 
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HEARING ADVISORY 

FROM THE COMMITTEE ON WAYS AND MEANS 

Chairman Levin Announces Hearing on 
China’s Exchange Rate Policy 


March 15, 2010 


Ways and Means Committee Chairman Sander M. Levin today announced a full 
committee hearing on the exchange rate policy of the Government of the People’s 
Republic of China, and its impact on the U.S. and global economies. The hearing 
will take place on Wednesday, March 24, 2010, in the main Ways and Means 
Committee hearing room, 1100 Longworth House Office Building, begin- 
ning at 10:00 a.m. 

In view of the limited time available to hear witnesses, oral testimony at this 
hearing will be heard from invited witnesses only. However, any individual or orga- 
nization not scheduled for an oral appearance may submit a written statement for 
consideration by the three Subcommittees and for inclusion in the printed record of 
the hearing. 

FOCUS OF THE HEARING : 

Economists generally agree that the Chinese currency (the renminbi — “RMB” — or 
“yuan”) is substantially undervalued as a result of market intervention by the Gov- 
ernment of the People’s Republic of China. This policy artificially raises the price 
of imports into China and suppresses the price of exports from China. The purpose 
of this hearing is to consider: (1) the immediate and long-term impact of China’s 
exchange rate policy on the U.S. and global economic recoveries and, more specifi- 
cally, on U.S. job creation; and (2) steps that could be taken to address the issue. 

BACKGROUND : 

Since the global economic crisis began, some prominent economists have examined 
whether China’s exchange rate policy contributed to that crisis and is continuing to 
impede progress on economic recovery and job creation in the United States and 
around the world. 

According to some recent estimates, the RMB may be undervalued by between 30 
and 50 percent against the dollar. While there is a growing recognition that China’s 
exchange rate policy is a serious concern and impediment to recovery, the issue 
itself is not new. The United States has been pressing China for years to allow the 
RMB to appreciate. President Bush raised the issue with President Hu more than 
six years ago. At that time, the Treasury Department expressed concern when Chi- 
na’s foreign exchange reserves (accumulated as a result of its currency market inter- 
ventions) rose to $346 billion. Today those reserves exceed $2.4 trillion. 

China allowed the RMB to appreciate somewhat beginning in July 2005, but 
China has not allowed any appreciation since the summer of 2008, when the global 
economic crisis caused China to redouble its efforts to stimulate exports. Robert 
Aliber, Professor Emeritus of International Economics and Finance at the Univer- 
sity of Chicago, recently wrote in the Financial Times that: “Americans have been 
patient — too patient — in accepting the loss of several million U.S. manufacturing 
jobs because of China’s determined pursuit of mindless mercantilist policies. The ab- 
surdity of the current situation is that China’s currency protectionism has more of 
an impact on American manufacturing employment than U.S. fiscal policy.” 
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DETATT.S FOR SUBMISSION OF WRITTEN COMMENTS: 

Please Note: Any person(s) and/or organization(s) wishing to submit for the hear- 
ing record must follow the appropriate link on the hearing page of the Committee 
website and complete the informational forms. From the Committee homepage, 
http://democrats.waysandmeans.house.gov, select “Hearings”. Select the hearing for 
which you would like to submit, and click on the link entitled, “Click here to provide 
a submission for the record.” Once you have followed the online instructions, submit 
all requested information. ATTACH your submission as a Word or WordPerfect doc- 
ument, in compliance with the formatting requirements listed below, by close of 
business Wednesday, April 7, 2010. Finally, please note that due to the change 
in House mail policy, the U.S. Capitol Police will refuse sealed-package deliveries 
to all House Office Buildings. For questions, or if you encounter technical problems, 
please call (202) 225-1721 or (202) 225-3625. 

FORMATTING REQUIREMENTS : 

The Committee relies on electronic submissions for printing the official hearing 
record. As always, submissions will be included in the record according to the discre- 
tion of the Committee. The Committee will not alter the content of your submission, 
but we reserve the right to format it according to our guidelines. Any submission 
provided to the Committee by a witness, any supplementary materials submitted for 
the printed record, and any written comments in response to a request for written 
comments must conform to the guidelines listed below. Any submission or supple- 
mentary item not in compliance with these guidelines will not be printed, but will 
be maintained in the Committee files for review and use by the Committee. 

1. All submissions and supplementary materials must be provided in Word or WordPerfect 
format and MUST NOT exceed a total of 10 pages, including attachments. Witnesses and sub- 
mitters are advised that the Committee relies on electronic submissions for printing the official 
hearing record. 

2. Copies of whole documents submitted as exhibit material will not be accepted for printing. 
Instead, exhibit material should be referenced and quoted or paraphrased. All exhibit material 
not meeting these specifications will be maintained in the Committee files for review and use 
by the Committee. 

3. All submissions must include a list of all clients, persons and/or organizations on whose 
behalf the witness appears. A supplemental sheet must accompany each submission listing the 
name, company, address, telephone and fax numbers of each witness. 

The Committee seeks to make its facilities accessible to persons with disabilities. 
If you are in need of special accommodations, please call 202-225-1721 or 202-226- 
3411 TTD/TTY in advance of the event (four business days notice is requested). 
Questions with regard to special accommodation needs in general (including avail- 
ability of Committee materials in alternative formats) may be directed to the Com- 
mittee as noted above. 

Note: All Committee advisories and news releases are available on the World 
Wide Web at http://democrats.waysandmeans.house.gov. 


Chairman LEVIN. The Committee will come to order. I under- 
stand that two of our witnesses need to leave at 12:15. We will 
start on time. Mr. Camp and I will give opening statements. 

Anyone else who has a statement, we will issue it into the 
record, and then we will start the testimony asking each of you to 
take the customary five minutes. 

Chairman LEVIN. You will see the clock there. It will be helpful 
if you can condense your statements, which will be entered into the 
record, so that we can have full participation before several of you 
have to leave. 

As stated, I will give an opening statement and then Mr. Camp. 
I think you are ready. 
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I guess we will start in the order that you are seated, with Dr. 
Ferguson, Dr. Bergsten, Mr. Prestowitz and Dr. Levy. 

It is with a sense of urgency that this committee is holding this 
hearing in the hopes that with the help of our witnesses we can 
shed light on the problems associated with China’s foreign ex- 
change rate policy and consider possible solutions. 

What seems undisputed, on this much disputed issue, is that 
China has a persistent economic strategy, a policy, a key to which 
is the pegging of its currency to the dollar at an undervalued rate. 

Since the mid-1990s, China has clearly pursued an export led 
growth strategy, focusing on addressing its needs, namely creating 
jobs and accumulating vast foreign reserves. 

Central to this export led growth strategy is China’s policy of 
keeping its currency substantially undervalued. That policy keeps 
China’s exports cheap in the U.S. market and makes imports into 
China substantially more expensive. 

China has combined its cheap currency policy with other policies, 
including most notably Government directed investments in its 
manufacturing sector, which in turn creates pressures to keep its 
currency artificially low in order to get rid of excess production by 
exporting. 

Chinese leaders have argued that these policies are necessary for 
its development, for its massive need to create jobs, although in re- 
cent years more and more economists are questioning that propo- 
sition. 

While China has had a clear economic policy, a clear strategy, 
the U.S. on the other hand has not. Why not? One reason is that 
like so many other trade issues, it gets caught up in the polariza- 
tion that grips trade issues, “free trade” versus “protectionism,” a 
grip that I have believed harmful and reject. 

An illustration of the futility of the polarization is China’s argu- 
ment that any action by the U.S. against China’s policies or control 
of its currency would be “protectionism” or would lead to, as stated 
recently, “a trade war.” 

The easy polarization has helped handicap agreement on wheth- 
er there is a problem. Increasingly, economists and other observers 
reject this. 

As Martin Wolf, the chief economics commentator for the Finan- 
cial Times has stated, and I quote, “The policy of keeping the ex- 
change rate down is equivalent to an export subsidy and tariff at 
a uniform rate.” 

Last week, the New York Times Editorial Board, another some- 
what conservative but cautious commentator on these economic 
issues, wrote and I quote “China’s decision to base its economic 
growth on exporting deliberately undervalued goods is threatening 
economies around the world. It is fueling huge trade deficits in the 
U.S. and Europe. Even worse, it is crowding out exports from other 
developing countries, threatening their hopes of recovery.” 

These comments are echoed in our trade deficit with China, 
which for the past three years has been over $220 billion annually, 
and is a central driver in our overall trade deficit. 

Some deny that it has serious consequences for American work- 
ing families, but the alarm grows that it does indeed. 
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One economist, Paul Krugman, estimates that China’s exchange 
rate reduces U.S. employment by 1.4 to 1.5 million jobs at a time 
when the U.S. faces a crisis of unemployment. 

China’s currency policy and export led growth policy are bad for 
the rest of the world, and I quote a recent statement by the Finan- 
cial Times, and we can read it as I distribute this statement. 

“While some disagree with the impact of China’s policies and oth- 
ers view the issues through a lens that says ‘hands off,’ is the an- 
swer to market disequilibrium and that it is best to let things re- 
solve themselves, I think the status quo is not sustainable. 

The U.S./China relationship is a vital one for both countries. We 
are increasingly interdependent and there are vital policy consider- 
ations in addition to economic ones, but the China currency issue 
itself will not go away.” 

There is no easy answer to the problem, as is true with other im- 
portant problems, but the answer is not to deny there is a problem. 

It has been difficult, and we know this, to make progress bilat- 
erally. At times talks seem to produce some progress, but that 
progress then disappears. 

Some then suggested unilateral action, addressing China’s cur- 
rency manipulation under U.S. countervailing duty and anti-dump- 
ing trade remedy laws. Others have proposed the imposition of an 
additional duty on all imports from China. 

In two weeks, the Obama Administration faces again, as past Ad- 
ministrations have, an April 15 deadline to decide whether to label 
China a “currency manipulator” in the Department of Treasury’s 
semi-annual report. 

The report requirements may well increase discussions about the 
use of multilateral forums to address the currency issue. The IMF 
is the most logical place for these discussions. However, to date, 
the institution has been unable to act effectively. Thus, some have 
suggested using multilateral negotiations through the G-20 to ad- 
dress the problem. 

Some have urged the U.S. to bring a case in the WTO, but the 
WTO Articles relating to currency have never been tested. 

Here we are. We are fortunate today to have with us four experts 
on China’s exchange rate policy, and they will discuss the extent 
of the problem and alternative responses to address the problem. 

I will just mention who you are and then Mr. Camp, you will 
take over, and then starting with Dr. Ferguson, they will testify. 

Niall Ferguson is a Professor of History at Harvard University 
and Business Administration at the Harvard Business School. 

Fred Bergsten is a veteran of this room. Director of the Peterson 
Institute for International Economics. 

Another frequent visitor, Clyde Prestowitz, President of the Eco- 
nomic Strategy Institute, and Philip Levy, who is a Resident Fel- 
low at the American Enterprise Institute. 

We welcome all four of you experts and you will start as soon as 
my friend, Mr. Camp, gives his opening statement. 

David. 

[The prepared statement of Mr. Levin follows:] 
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Opening Statement of Chairman Sander Levin 

It is with a sense of urgency that the Committee is holding this hearing in the 
hope that with the help of our witnesses, we can shed light on the problems associ- 
ated with China’s foreign exchange rate policy and consider possible solutions. 

What seems undisputed on this much disputed issue is that China has a per- 
sistent economic strategy, a policy, key to which is the pegging of its currency to 
the dollar at an undervalued rate. 

Since the mid-1990s, China has clearly pursued an export-led growth strategy fo- 
cused on addressing its needs — namely, creating jobs and accumulating vast foreign 
reserves. 

Central to this export-led growth strategy is China’s policy of keeping its currency 
substantially undervalued. That policy keeps China’s exports cheap in the U.S. mar- 
ket, and makes imports into China substantially more expensive. 

China has combined its cheap currency policy with other policies including, most 
notably, government directed investments in its manufacturing sector, which in turn 
creates pressure to keep its currency artificially low in order to get rid of excess pro- 
duction by exporting. 

Chinese leaders have argued that these policies are necessary for China’s develop- 
ment for its massive needs to create jobs — although in recent years, more and more 
economists are questioning that proposition. 

While China has had a clear economic policy, a clear strategy, the U.S. on the 
other hand has not. 

Why not? 

One reason is that like so many other trade issues, it gets caught up in the polar- 
ization that grips trade issues — “free trade” vs. “protectionism” — a grip that I have 
believed harmful and reject. An illustration of the futility of the polarization is Chi- 
na’s argument that any action by the U.S. against China’s policies of control would 
be “protectionism” or would lead to a “trade war.” 

The easy polarization has helped handicap agreement on whether there is a prob- 
lem. 

Increasingly, economist of various bents and other observers reject this. 

As Martin Wolf, the chief economics commentator for the Financial Times, has 
stated, “[T]he policy of keeping the exchange rate down is equivalent to an export 
subsidy and tariff, at a uniform rate.” 

Last week, the New York Times Editorial Board, another somewhat conservative 
and cautious commentator on these economic issues, wrote that “China’s decision to 
base its economic growth on exporting deliberately undervalued goods is threatening 
economies around the world. It is fueling huge trade deficits in the United States 
and Europe. Even worse, it is crowding out exports from other developing countries, 
threatening their hopes of recovery.” 

And these comments are echoed in our trade deficit with China, which for the 
past three years has been over $220 billion annually, and is a central driver in our 
overall trade deficit. 

Some deny that it has serious consequences for America’s working families. But 
the alarm grows that it does — Paul Krugman estimates that China’s exchange rate 
reduces U.S. employment by 1.4 or 1.5 million jobs — at a time the U.S. faces a crisis 
of unemployment. 

China’s currency policy and export-led growth policy are bad for the rest of the 
world as well, as a November 2009 Financial Times editorial concluded. 

While some disagree with the impact of China’s policies, and others view the issue 
through a lens that says “hands ofF’ is the answer to market disequilibrium, that 
it is best to let things resolve themselves, I think the status quo is not sustainable. 

The U.S. -China relationship is a vital one for both countries. We are increasingly 
interdependent and there are vital foreign policy considerations in addition to eco- 
nomic ones, but the China currency issue itself will not go away. 

There is no easy answer to the problem, as is true with other important problems, 
but the answer is not to deny there is a problem. 

It has been difficult to make progress bi-laterally. At times talk has seemed to 
produce some progress, but that progress then disappears. 

Some then suggested unilateral action addressing China’s currency manipulation 
under U.S. countervailing duty and antidumping trade remedy laws. Others have 
proposed the imposition of an additional duty on all imports from China. 

In two weeks, the Obama Administration faces again, as past Administrations 
have an April 15th deadline, to decide whether to label China a currency manipu- 
lator in the Department of the Treasury’s semi-annual report. 

The Report requirements may well increase discussions about the use of multilat- 
eral fora to address the currency issue. The IMF is the most logical place for these 
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discussions; however, to date, the institution has been unable to act effectively. 
Thus, some have suggested using multilateral negotiations through the Gr-20 to ad- 
dress the currency problem. 

Some have urged the United States bring a case in the WTO, but the WTO arti- 
cles relating to currency have never been tested. 

We are very fortunate to have with us today four experts on China’s exchange 
rate policy and they will discuss the extent of the problem and alternative responses 
to address the problem. 

I now 3deld to ranking member Congressman Dave Camp for his opening state- 
ment. 

Mr. CAMP. Thank you very much, Mr. Chairman. I also want to thank our wit- 
nesses for being here today. 

In the 1970s, China injected itself with economic reforms. Now in 2010, China ap- 
pears inflicted hy a menacing strain of that reform that is either constraining a 
global economic recovery or worse, capable of creating a new economic pandemic. 

While China’s emergence as an economic powerhouse has rightly grabbed our at- 
tention, however, the trends are not new, and there are some predictable similar- 
ities between China’s economy now and Japan’s in the 1980s. 

It is critical that China address the serious flaws in its economic structure, but 
we should remember that we have seen this before, maybe perhaps not on this 
scale. 

This hearing is about China’s currency policy and global imbalances. Like the 
IMF has, I can stipulate that China’s currency is undervalued, plain and simple. 
I can also agree with G-20 leaders that the world has deep imbalances that must 
be corrected. 

Let’s not lose sight of the fact that there are fundamental problems with China’s 
economy and let’s not pretend that China’s intervention in the currency markets by 
itself is the root cause of our ten percent unemployment or of China’s ten percent 
annual GDP growth. 

We will hear today from some pretty bright economists on the problems of China’s 
economy, and I look forward to hearing what they have to say. 

My view going in is that China’s deliberate and dangerous wealth transfer from 
everyday households to inefficient export platform factories is standing in the way 
of the domestic consumption that the Chinese and the rest of the world believe the 
Chinese and the rest of the world so desperately need. 

China must introduce global best practices into its banking sector, mature its fi- 
nancial markets, better protect intellectual property rights, and open more com- 
prehensively to foreign direct investment. 

China also should open its markets much more fully to all goods and services, 
particularly those coming from the United States. 

An increase in the value of the RMB will facilitate some of these measures. For 
others, the much sought currency appreciation will be a happy but perhaps unin- 
tended offshoot of the broader reform. 

All of these measures will help China move toward liberalizing its capital account, 
which should be the ultimate goal for all of us, because none of us can know the 
true extent of RMB under valuation until the currency floats. 

In my view, however, when it comes to China, focusing on the currency valuation 
issue to the exclusion of the others is more likely to lead to a collective frustration 
and to any improvement in the health of the critical U.S./Chinese economic relation- 
ship. 

With that said, while we should not obsess over the value of the RMB, it would 
be an enormous mistake to give up on addressing it. 

To that end, I believe the Obama Administration should continue to address Chi- 
na’s currency policy in high level bilateral summits, like the strategic and economic 
dialogue. 

I think the Administration should restart languishing bilateral investment treaty 
negotiations with China and prompt it to make progress on the currency and broad- 
er issues as part of the BIT process. 

I also believe the Administration should devote time and resources toward at- 
tempting to establish a robust multilateral process either in the G-20, IMF or else- 
where, so that other countries, particularly some of China’s neighbors in Asia, can 
bring new points of pressure to bear. 

I would hope that China would commit to this multilateral process and participate 
in good faith. If China wants to be treated as a major international player, it has 
to own up to the responsibilities of that status. 

By a similar token, if the United States wants to maintain its status as the inter- 
national leader, then we better make sure that whatever we do to address China’s 
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currency regime, we do it without losing sight of our international commitments and 
the over arching value of the multilateral trading system. 

I am weary of panicky approaches whose support are inconsistent with our obliga- 
tions, but then try to justify those inconsistencies by casually asserting that the nor- 
mally applicable rules just should not apply. 

So far, I have focused on China, and let me close by saying I fully admit the 
United States needs to get its own financial house in order. China would not be ac- 
cumulating hordes of currency reserves in U.S. Treasuries if the United States 
stopped racking up debt at the current unsustainable pace. 

Thank you, Mr. Chairman, and I yield back. 


[The prepared statement of Mr. Camp follows:] 

Opening Statement of the Honorable Dave Camp, 

A Representative of the State of Michigan 

In the 1970s, China injected itself with economic reform. Now, in 2010, China ap- 
pears afflicted by a menacing strain of that reform that is either constraining a 
global economic recovery or, worse, capable of creating a new economic pandemic. 
While China’s emergence as an economic powerhouse has rightly grabbed our atten- 
tion, however, the trends are not new, and there are some predictable similarities 
between China’s economy now and Japan’s in the 1980s. It is critical that China 
address the serious flaws in its economic structure, but we should remember we’ve 
seen this before, although perhaps not on this scale. 

This hearing is about China’s currency policy and global imbalances. Like the 
IMF has, I can stipulate that China’s currency is undervalued, plain and simple. 
I can also agree with G20 leaders that the world has steep imbalances that must 
be corrected. But let’s not lose sight of the fact that there are fundamental problems 
with China’s economy, and let’s not pretend that China’s intervention in the cur- 
rency markets, by itself, is the root cause of our ten percent unemployment or of 
China’s ten percent annual GDP growth. 

We’ll hear today from some pretty bright economists on the problems with China’s 
economy. I’m looking forward to hearing what they have to say. My going-in view 
is that China’s deliberate and dangerous wealth transfer from everyday households 
to inefficient export-platform factories is standing in the way of the domestic con- 
sumption that the Chinese (and the rest of the world) believe the Chinese (and the 
rest of the world) so desperately need. China must introduce global best practices 
into its banking sector, mature its financial markets, better protect intellectual 
property rights, and open more comprehensively to foreign direct investment. China 
also should open its markets much more fully to all goods and services, particularly 
those coming from the United States. 

An increase in the value of the RMB will facilitate some of these measures. For 
others, the much-sought currency appreciation will be a happy — though perhaps un- 
intended — offshoot of the broader reform. All of these measures will help China 
move toward liberalizing its capital account, which should be the ultimate goal for 
all of us, because none of us can know the true extent of RMB undervaluation until 
the currency floats. 

In my view, however, when it comes to China, focusing on the currency valuation 
issue to the exclusion of the others is more likely to lead to collective frustration 
than to any improvement in the health of the critical U.S. -Chinese economic rela- 
tionship. But, that said, while we shouldn’t obsess over the value of the RMB, it 
would be an enormous mistake to give up on addressing it. 

To that end, I believe the Obama Administration should continue to address Chi- 
na’s currency policy in high-level bilateral summits, like the Strategic and Economic 
Dialogue. I think the Administration should restart languishing Bilateral Invest- 
ment Treaty negotiations with China and prompt it to make progress on the cur- 
rency and broader issues as part of the BIT process. I also believe the Administra- 
tion should devote time and resources toward attempting to establish a robust, mul- 
tilateral process — either in the G20, IMF, or elsewhere — so that other countries, 
particularly some of China’s neighbors in Asia, can bring new points of pressure to 
bear. I would hope that China would commit to this multilateral process and partici- 
pate in good faith. If China wants to be treated as a major international player, it 
has to own up to the responsibilities of that status. 

By a similar token, if the United States wants to maintain its status as the inter- 
national leader, then we better make sure that whatever we do to address China’s 
currency regime, we do it without losing sight of our international commitments and 
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the overarching value of the multilateral trading system. I am wary of panicked ap- 
proaches whose supporters concede are inconsistent with our obligations, but then 
try to justify those inconsistencies by casually asserting that the normally applicable 
rules just shouldn’t apply. 

So far, I’ve focused on China. Let me close by saying I fully admit the United 
States needs to get its fiscal house in order. China wouldn’t be accumulating hordes 
of currency reserves and U.S. Treasuries if the United States stopped racking up 
debt at the current unsustainable pace. 

Thank you, Mr. Chairman, I yield back. 


Chairman LEVIN. Thank you very much. 

Dr. Ferguson, take over. 

STATEMENT OF NIALL FERGUSON, PH.D., PROFESSOR, 
HARVARD UNIVERSITY 

Mr. FERGUSON. Mr. Chairman, Members of the Committee, it 
is a great honor and privilege to be invited to address you. Let me 
begin with a direct question and direct answer. Is China a currency 
manipulator? Yes. Is its currency fundamentally misaligned? Yes. 
In the absence of currency intervention by the Chinese monetary 
authorities, the exchange rate of the renminbi would be signifi- 
cantly different, I believe. 

Are we living through the end of what I have called with my col- 
league, Moritz Schularick, “Chimerica’s demise,” by which I mean 
that fusion between China’s and America’s economy which has 
been the driving force of global economic growth for the past dec- 
ade? 

How important has the Chinese currency policy been to China’s 
growth? 

Mr. Chairman and Members of the Committee, China’s gross do- 
mestic product has increased by a factor of roughly four over the 
past ten years, its exports by a factor of roughly five, its current 
account surplus with the rest of the world by a factor of roughly 
17, its share of American non-commodity imports has gone up from 
10 percent to 24 percent, and as you are all aware, its share of the 
U.S. current account deficit has also grown. 

In the period of the past ten years when China’s exports led 
strategy was really crucial to its growth, there was minimal appre- 
ciation of the Chinese currency relative to the dollar, say about 15 
percent between 2005 and 2008. 

For the rest of the decade, China pegged its currency firmly to 
the dollar. Why did it do this? One, because it made its exports 
more competitive in global markets. Two, because it allowed it to 
accumulate reserves as a kind of insurance against financial crises. 
The Chinese did not want to experience what much of the rest of 
Asia experienced in 1997/1998. 

Because the Chinese authorities have considerable control over 
their own banking system, this policy did not give rise to domestic 
inflation in the way that standard macroeconomic textbooks pre- 
dicted it would. 

This kind of policy is not supposed to work according to econo- 
mists. I have the advantage of not being an economist. I am a his- 
torian. I can assure you that it does work as long as reserve accu- 
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mulation is sterilized by the monetary authorities and does not 
translate into domestic inflation. 

It is worth bearing in mind that there is a close link between 
China’s currency policy and the massive financial crisis that we are 
still living through and have been since August 2007. 

Not only did China’s policy squeeze other manufacturing export- 
ers but, crucially, it also had the effect of depressing long term in- 
terest rates in the United States by between 100 and 200 basis 
points. Without that stimulus, it is hard to believe the housing 
bubble in the U.S. would have been as large as it was in recent 
years. 

How does China compare with other countries that have pursued 
this kind of strategy in the past? That is one of the central points 
I make in my written testimony. 

The answer is that, compared with West Germany and Japan 
after World War II, this is a very different story. They had export 
led strategies but they did not accumulate reserves on this massive 
scale, nor did they resist pressure to appreciate their currencies. 

Between 1960 and 1978, the deutsche mark increased by 60 per- 
cent, the yen appreciated by around 50 percent. 

China’s under valuation is very significant today, however you 
measure it, and we all approach this in different ways. 

In our research, Moritz Schularick and I looked at a real ex- 
change rate adjusted for unit labor costs, and we found that on 
that measure, China has made a competitive gain on the order of 
40 percent relative to its trading partners, so that 15 percent ap- 
preciation of the renminbi which we saw in the middle of this dec- 
ade has not really countered that massive benefit which China gets 
from its productivity gains and its very low unit labor costs. 

Can this continue is the crucial question. Many people believe 
that it can. The U.S. deficit is back with the first green shoots of 
recovery. China’s surplus never went away, although it is said it 
will disappear briefly this month. The U.S. is still borrowing, in- 
deed borrowing on a much larger scale than ever before in peace 
time. The Chinese still need Americans to buy their goods. 

There are those people that think this strange disequilibrium can 
somehow be resumed in the aftermath of the crisis. I think this is 
wrong for two reasons. 

One, there is some limit to U.S. recovery as long as China and 
the other currencies that shadow China’s currency policy over- 
value the dollar. 

Secondly, there is now a sign of dangerous overheating in Chi- 
na’s economy. It is in their interest also to do something about this 
before they have a bubble, the consequences of which would not be 
confined to China. 

We not only need revaluation of the renminbi, we also need a sig- 
nificant change in Chinese policy in order to encourage domestic 
consumption and we urgently need serious fiscal reform in the 
United States to do away with the notion that this country can run 
trillion dollar deficits for the rest of time, which is of course the 
current implication of policy. 

I come in conclusion to what should be done. Yes, I think the 
Treasury should brand China a “currency manipulator,” but no, I 
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do not think this is a good moment to threaten or impose retalia- 
tory tariffs against China, and here is why I think that. 

I am an historian. This is not 2005 when Congress last threat- 
ened tariffs against China. We are in the middle of something that 
very nearly became a Great Depression, and we should remember 
how in the past, in 1930/1931, Congressional policy on protec- 
tionism deepened that depression, and some historians would say 
made that depression. 

There is a danger not only of a trade war or a tariff war, there 
is also a danger of a currency war, and we are already seeing other 
countries using unorthodox methods to drive their fiat currencies 
down below the dollar. 

Not everybody in Europe is shedding tears over the Greek trag- 
edy as it weakens the euro and benefits European manufacturers. 
Brazil, too, is trying to soften its currency. 

Thirdly and crucially, I do not believe renminbi appreciation on 
its own will be of massive benefit to the United States. I am very 
skeptical about Paul Krugman’s claims that it would significantly 
reduce unemployment in this country. 

The main beneficiaries of ending the renminbi/dollar peg would 
not in fact be the United States, but would be China’s trade com- 
petitors in emerging markets, who are the real losers. They are the 
ones who have been losing market share when you look at the 
structure of U.S. imports. 

In conclusion, I think we also need to be very wary of the more 
aggressive and indeed pugnacious attitude of the Chinese today. 
Not only with respect to Google, but I believe across a broad range 
of issues from Taiwan to Tibet, the Chinese authorities are spoiling 
for a fight, and the United States Congress must be very, very 
careful about giving it to them. 

A best seller on economic policy in recent years in China has the 
title “Currency Wars” by Song Hongbing. I believe we are on the 
verge, maybe already in the middle of currency wars, and we 
should be careful that the market reaction to a trade war or cur- 
rency war between the United States and China does not exceed 
in its negative effects the benefits which I believe would be mini- 
mal of renminbi revaluation. Chimerica is dying, but we must en- 
sure that it is an amicable divorce and not a currency war. 

Thank you very much. 

[The prepared statement of Mr. Ferguson follows:] 
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Introduction 

In February 2007, before the onset of the financial crisis, Moritz Schularick and I coined 
the term “Chimerica” to describe the combination of the Chinese and American 
economies, which together had become the key driver of the global economy.’ We called 
it Chimerica for a reason: we believed this relationship was a chimera — a monstrous 
hybrid like the part-lion, part-goaL part-snake of legend. We identified it as one of the 
causes of the asset price bubble that was such a striking feature of the U.S. economy in 
the years from 2002 to 2006.^ More recently, we have argued that we may be witnessing 
the death throes of this strange creature.'' The central question the Committee must 
consider is whether U.S. policy should be to slay Chimerica, or to try to keep it alive. 
Should the U.S. Treasury brand Beijing a “currency manipulator” in its report due on 
April 15? Should Congress pass the "Currency E\change Rate Oversight Reform Act”, 


' Niall Ferguson is the author numerous works of flnancial hisloiy. including The Cash Nexus: Money ami 
Power in the Modern World. 1 700-2000 (New York. 200 1 ) and The dsceni of Money-: d Financial Hislory of 
rite World iNevi York. 2008). 

'Niall Ferguson and Moritz Schularick, “Chimerical? Think Again”. Wall Siree! Journal, February 5. 2007. 

* Niall Ferguson and Moritz Schularick. ’’’Chimerica’ and Global Asset Markets", International Finance 
1 0, 3 (2007), pp. 2 1 5-239. Sec also my The Ascent of Money: A Financial History of the World (New 
York. 2008). 

^ Niall Ferguson and Morilz Schularick. “The End of Chimerica”. Harvard Business .School Working Paper 
10-037 (2009). Cf. Niall Ferguson and Morilz Schularick. "The Grcal Wallop", New York Times, 

November 1 6, 2009 


1 



paving the way for retaliatory tariffs against imports from countries with “fundamentally 
misaligned currencies”, as proposed by Senators Brown, Graham and Schumer? 

These are questions of the utmost historical signiHcance. The threat of tariffs has 
worked before to pressurize the Chinese into revaluing their currency. On the other hand, 
one of the most important lessons of the Great Depression was that protectionist 
measures, including competitive devaluations, tended to worsen the situation of the 
global economy in the early 1930s, A second historical lesson is that conflicts over 
currencies and trade are often the prelude to eonflicts of another sort. The Chinese 
authorities, and China’s state-controlled media, are well aware of both these points, but 
they seem likely to respond pugnaciously to any pressure from the United States. The 
stakes are therefore high. We may be less than two decades from a major historical 
turning point, if there is any truth to the projections that China’s gross domestic product 
will overtake that of the United States in 2027. Yet America’s leaders seem to have given 
little thought to this momentous and imminent shift in the balance of economie power.* 

1 . What is Chimerica? 

Chimerica combined Chinese e.\port-led development with American over-consumption; 
to vary the metaphor, the result was an improbable financial marriage between the 
world’s sole superpower and its most likely future rival. For China, the key attraction of 
this marriage was its potential to propel the economy forward by means of e.\port-led 
growth. Thanks to the Chimerican symbiosis, China was able roughly to quadruple its 
GDP since 2000, raise exports by a factor of five, import western technology and create 
tens of millions of manufacturing jobs for the rural poor. For America, Chimerica meant 
being able to consume more, save less and still maintain low interest rates and a stable 
rate of investment. Over-consumption meant that between 2000 and 2008 the United 
States outspent its national income by a cumulative 45 percent, i.e. total U.S. spending 
over the period was 45 per cent higher than total income. Purchases of goods from China 
in excess of income accounted for about a third of over-consumption. 


* Niall Ferguson, ''Complexity and Collapse: Empires at the Edge of Chaos”, Foreign Affairs, April/May 
2010. 
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For a time, it seemed like a marriage made in heaven. Chimerica accounted for 
around 13 per cent of the world’s land surface, a quarter of its population, more than a 
third of its gross domestic product, and around two fifths of global economic growth in 
the past ten years. It also seemed like a marriage with benefits for the rest of the world. 
Global trade boomed and nearly all asset prices surged. Yet, like many another marriage 
between a saver and a spender, Chimerica was always likely to end in tears. 

China’s integration into the world economy was by far the most important 
development of the economic history of the past decade. In the 1 990s Zhu Rongji and his 
right-hand man Wen Jiabao embraced foreign trade and foreign direct investment (FDI) 
as cornerstones of a new Chinese development strategy. Following substantial renminbi 
devaluation in 1994 and the opening up of the economy to FDI, the strategy quickly bore 
fruit as multinational companies started to relocate production to China. The Chinese 
export machine went into overdrive after World Trade Organization accession in 200 1 . 
Exports in 2000 were in the range of S250 billion, but climbed to $1.3 trillion in 2008. 
China’s current account surplus in 2001 was a mere $17 billion. By the end of 2008, it 
was approaching $400 billion. 

As exports expanded, the authorities in Beijing consistently bought dollars to 
avoid appreciation of their currency. China’s currency interventions served two goals: 
first, to promote export competitiveness, since export industries provided rapid 
productivity gains as well as new jobs and income; second, to build up reserves as a 
cushion against the risks associated with increasing financial integration, painfully 
illustrated by the experience of other countries in the 1997-8 Asian Crisis. 

The historical record has shown time and again that policies of real exchange rate 
underv aluation can be sustained for a long time without generating the inflationary 
pressures predicted in economic theory. In a standard macroeconomic model, exchange 
rate intervention should lead to monetary expansion, which in turn drives up domestic 
prices, nullifying the real efiect of intervention. China’s financial system, however, is 
owned and managed by the government. Capital controls are in place for most non-FDI 
capital Hows. Sterilization and bank lending policies are governed by decree, so that the 
government can force banks to buy trillions of low-yielding renminbi sterilization bonds 
or alter their reserve ratios. Deposit and lending rates are also set by the government. This 
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has allowed China to intervene in the forex market while retaining eontrol over domestie 
monetary aggregates. 

2. Chimeriea and the Crisis 

Chimerica worked — for China. But the unintended consequence of sustained currency 
intervention was a vast accumulation of dollar-denominated securities in the reserves of 
the People’s Bank of China and the State Agency for Foreign Exchange (SAFE). Already 
by 2000 China had currency reserves of $165 billion, slightly above 10 per cent of GDP. 
By the end of 2009 currency reserves had reached $2.4 trillion, equivalent to more than 
50 per cent of China’s annual output. 

This unprecedented accumulation of reserves opened up a Pandora’s box of 
financial distortions. Chinese purchases of U.S. Treasuries kept their prices above and 
hence their yields below where they would otherwise have been. Lower long-term 
interest rates enabled American households to increase consumption levels and widened 
the gap between savings and investment. And, because foreign savings were 
predominantly channeled through government (or central bank) hands into safe assets 
such as Treasuries, private investors turned elsewhere in search of higher yields. This 
encouraged financial engineers to develop new financial products such as collateralized 
debt obligations. 

This is not to say that reserve accumulation was the only cause of the financial 
crisis that began in the summer of 2007. Beijing cannot be blamed for the reckless 
lending and borrowing engaged in by Western financial institutions, nor for the sins of 
omission of policy-makers and regulators. Yet had it not been for the Chinese willingness 
indirectly to fund America’s consumption and real estate speculation, long-term interest 
rates in the United States would almost certainly have been higher, reducing the size of 
the housing bubble. 

3. Export-led Growth and Reserve Accumulation in Perspective 

An export-centered growth strategy is nothing new. After all. Western Europe and Japan 
as well as South Korea and Taiwan all successfully pursued similar strategies. In all 
cases, productivity gains coupled with wage restraint led to the rapid development of a 
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manufacturing sector focused on foreign markets. Rising corporate profits financed rising 
investment, which in turn supported manufacturing capacity and productivity. For some 
commentators, the resemblance between these earlier grovNlh strategies and modem 
China’s was so elose that it was legitimate to refer to “Bretton-Woods 11", referring to the 
pre-1971 system of pegged exchange rates and capital controls. 

At first sight, the analogy is indeed close. In terms of gross domestie product 
measured in current dollars, both West Germany and Japan in the 1960s were about 10- 
15 per cent of size of the United States, China’s eeonomy in the year 2000 was also about 
12 per cent of the size of the U.S. economy (though it is much bigger on the basis of 
purchasing power parity). However, there the resemblances end. 

At the height of post-war growth in the 1960s, West Germany and Japan grew 
their dollar reserves in line with U.S. GDP, keeping the ratio stable at about I per cent 
before moving slightly higher in the early 1970s when capital Dows and valuation gains 
led to an increase. On a yearly basis, reserve accumulation was about I per cent of GDP 
on average in Germany, and not even 0.5 per cent in Japan. By contrast, a dramatic shift 
in Chinese reserve accumulation occurred in the early 2000s. Starting at a level of dollar 
reserves equivalent to about I per cent of U.S. GDP in 2000, China’s reserves reached 5 
per cent of U.S. GDP in 2005, rising to 8 per cent in 2007 and finally reaching about 10 
per cent in 2008. At the end of 2009, China’s dollar reserves are likely to be equivalent to 
12 per cent of U.S. GDP, compared to about 1 per cent a decade ago. 

Moreover, both West Germany and Japan did not resist currency appreciation in 
the way that China has. Between 1960 and 1978, for example, the deutsche mark 
appreciated cumulatively by almost 60 per cent against the dollar, while the Japanese yen 
appreciated by almost 50 per cent. One key lesson from post-war history is that exporters 
can live with substantial exchange rate revaluations when major gains in productivity are 
being achieved. 

4. The Real Exchange Rate adjusted for Unit Labor Costs 

By how much is the Chinese currency undervalued? Estimates for the undervaluation 
range widely from zero to 50 per cent depending on the methodology adopted. In our 
view, the most illuminating approach focuses on the unit labor cost based real exchange 
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rate between the renminbi and the dollar. Unit labor costs are defined as the cost of the 
labor inputs (total wages) needed to produce a unit of output. If these productivity gains 
(relative to the productivity gains abroad) are not reflected in proportionate e.\change rate 
changes, the economy will gain in competitiveness and more production will be relocated 
to the cheaper currency area. We find that, while wages and employment in China have 
grown rapidly in recent years, the increase in output has been even faster thanks to rapid 
productivity gains. Chinese unit labor costs fell in eight out of last nine years, sometimes 
substantially. Chinese unit labor costs today are about 40 per cent lower than in 1 998, 
while the nominal e.xchange rate has only appreciated by 15 per cent, leaving a net gain 
in wage competitiveness of 25 per cent. Despite some modest currency adjustment, in 
other words, manufacturing production today in China is much cheaper in dollar tenns 
than it was eight years ago. 

5. The Case for Chinese Currency Adjustment 

The Chimcrican era is drawing to a close. After the bursting of the debt and housing 
bubbles, U.S. household savings are rising again. Washington has sought to butler this 
necessary adjustment by running sizeable budget deficits. Public dis-saving can 
temporarily compensate for higher private savings to maintain final demand, but the 
American consumer still faces a lengthy adjustment period and will ultimately also have 
to pay the bill for today’s deficits. Meanwhile, Beijing’s response to the collapse in 
global demand has been to loosen credit and pump money into domestic construction and 
infrastructure projects. In the first six months of 2009 the government in Beijing ordered 
the banks to make new loans of close to 1 0 trillion renminbi or about 40 per cent of GDP. 
Here, too, stimulating domestic demand was the right short-run policy re.sponse. 

But while these policies may have averted a seeond Great Depression, they do not 
eonstitute a sustainable answer to the problem of global imbalances. On the contrary, the 
U.S. trade deficit is widening again, and although China’s trade surplus has been 
somewhat reduced (mainly as a result of increased imports from its Asian neighbors) it is 
hard to believe — as some claim — that is going to disappear altogether this year. As long 
as Chinese exehange rate policy implicitly taxes consumption and subsidizes exports. 
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China’s surpluses will surely persist. These leads some people in both China and America 
to hope for a return to the status quo ante. But this is an illusion. 

In the depressed conditions caused by the financial crisis. China’s dollar peg 
poses a quadruple threat. First, it limits U.S. recovery by overvaluing the dollar in key 
Asian markets and therefore artificially raising the price of U.S. exports. (In theory, to be 
sure, the United States could deflate to regain competitiveness against Asia, but deflation 
is out of the question for such a highly leveraged economy.) Secondly, with inflows of 
hot money straining the system of sterilization to breaking point, the renminbi-dollar peg 
is now contributing to a dangerous overheating of China’s economy; appreciation of the 
currency would complement the recent increases in bank reserve requirements, helping to 
cool down the rampant over-investment in manufacturing capacity and urban real estate. 
Thirdly, renminbi undervaluation risks unleashing either a protectionist backlash or a rash 
of “currency wars’’ as the world’s major fiat currencies jockey for competitive advantage. 
Fourthly, every additional dollar of reserves increases the potential cost of revaluation to 
China’s monetary authorities, making a change of policy even less attractive. 

Proponents of the Chimerican status quo make the following arguments. First, 
revaluation w ould seriously slow the Chinese economy in the absence of other major 
changes in Chinese economic policy — such as the creation of a modem welfare state, 
which some believe would encourage the Chinese to save more and spend less. We think 
such changes are indeed highly desirable; revaluation needs to be part of a package 
designed to reduce China’s trade surplus. 

Another argument for the status quo is that the United States needs China to 
continue acting as a source of cheap finance for its explosive fiscal deficit. However, 
China may already be winding down its accumulation of Treasuries. According to recent 
estimates, China lent just 4.6 per cent of the money the U.S. government raised in 2009. 
That compared w ith 20.2 per cent in 2008 and a peak of 47.4 per cent in 2006. Indeed. 
China appears to have been a net seller of Treasuries in recent months. But the removal 
of this prop for U.S. bond prices is also very welcome. It is high time American 
legislators began steering a course back to fiscal balance over the next decade, instead of 
imagining that the federal government can run trillion-dollar deficits for the rest of time. 
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Nothing would focus minds better on the urgency for fiscal reform than significant (say, 
200 basis points) upward movement in nominal ten-year yields. 

Finally, there is no need for Americans to fear some kind of overnight loss of 
reserve currency status by the dollar. Even if China adopted full capital account 
convertibility at some point in the next five years, history shows that it would take many 
decades for the renminbi to displace the dollar in the majority of international 
transactions. Path dependence means that transitions from one international reserve 
currency regime tend to lag behind changes in the geopolitical balance of power. 

Conclusion 

The world economy’s most glaring structural imbalance today is that the second biggest 
economy in the world has pegged its currency to that of the largest economy at a strongly 
undervalued rate. There is no point pretending that this is not “currency manipulation”, 
and in its April 15 report the U.S. Treasury should call a spade a spade. A renminbi 
revaluation would help both sides. By stimulating U.S. exports it would allow a quicker 
exit from the unsustainable policies currently being implemented by the Fed and the 
Treasury. It would also solve at a stroke the problem of China’s excessively large 
international reserx'cs and dollar exposure, while at the same time accelerating the 
necessary shift from the export sector to the consumer sector as the engine of China’s 
growth. In short, revaluation would warm up the U.S. economy and cool down the 
Chinese. Moreover, as we have seen, history is on the side of revaluation. The lesson of 
Ciemian and Japanese history is that rapidly growing exporters can live with significant 
exchange rate appreciation when major gains in productivity are being made, as they 
clearly are in this case. 

The question remains how best to persuade the Chinese to follow the German and 
Japanese example. Some critics of China have for some time been calling for retaliatory 
tariffs to force China to end its “currency manipulation”. Others point to the elTectiveness 
of the import surcharge imposed by the Nixon administration in 1971, which encouraged 
the Germans and Japanese to revalue their eurreneies upwards against the dollar. And. of 
course, the threat of tariffs was sulTieient to prompt Chinese revaluation in 2005. 
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The situation today is very different, however. As an historian. I feel very uneasy 
about any steps in the direction of protectionism at a time of such economic fragility. I 
am even more worried about a race to the bottom among fiat currencies, as countries 
other than the U.S. try to relieve the pressure on their own manufacturers by letting their 
currencies slide against the dollar and renminbi. Last year, for example, Brazil imposed a 
tax on "hot money” — large, volatile flows of foreign investment that may exit an 
economy as quickly as they appeared — to try to slow the appreciation of its currency, the 
real. In Europe not everyone is sorry that the “Greek tragedy” of recent months has 
caused the euro to weaken. Similar competitive devaluations were a feature of the worst 
economic decade of the twentieth century, the 1 930s. It goes without saying that not 
everyone can simultaneously have a weak currency. 

It is for these reasons that 1 would urge the United States to pursue currency 
realignment on a multilateral rather than solely on a bilateral basis, using the G20 rather 
than just a Sino-American “G2” as the appropriate forum. After all, we should not 
fetishize the renminbi-dollar exchange rate.* The U.S. trade deficit is growing again not 
only because of China but also because of relatively high oil prices. The rise of China as 
an exporter of manufacturers has probably hurt other Asian exporters as much as, if not 
more than, it has hurt the United States. And if China were to increase its imports, the 
United States would not be the principal beneficiary. 

Finally, there is good reason to doubt that the Chinese leadership will respond 
positively to pressure from the United States in the form of tarilTs, even if these were 
wholly justified under International Monetary Fund and World Trade Organization rules. 
As Premier Wen Jiabao’s recent statements on the subject have made clear, Beijing is in a 
more combative mood than it was five years ago, before the global financial crisis took 
the shine off the “Washington Consensus”. And recent dollar strength should not lead is 
to forget that the longer-term trend has been for the dollar to depreciate relative to other 
currencies. Indeed, we have now lived through four significant periods of dollar 
weakness since the end of the Bretton Woods system. 


* Here I find myself more in agreement with Stephen Roach. “Consumer-Led China”, Morgan Stanley 
Research Paper, March 22. 2010. than with Paul Krugman. “Taking On China", New York Times, March 14, 
2010. 
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It is not by chance that one of the best-selling works of economic history in China 
in recent years was Currency IVars by Song Hongbing. An excessively confrontational 
approach by the United States would only confimi the thesis of that book and might also 
contribute to a deterioration of Sino-American relations, the costs of w hich to financial 
market confidence might significantly outweigh the benefits of any revaluation that might 
be forthcoming. 


Harvard University, March 22, 2010 
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Chairman LEVIN. Thank you. That was 
minutes. Dr. Bergsten, do your best for five 


a Congressional eight 
minutes if you would. 



22 


There is so much interest here, we have almost a full Committee 
in attendance. 

Dr. Fred Bergsten. Welcome. 

STATEMENT OF C. FRED BERGSTEN, PH.D., DIRECTOR, 
PETERSON INSTITUTE FOR INTERNATIONAL ECONOMICS 

Mr. BERGSTEN. Thank you, Mr. Chairman. It is a great pleas- 
ure to be back. 

I want to make six analytical points and suggest a three-part ac- 
tion program for the United States to deal with the problem. 

First, the Chinese renminbi is undervalued by about 25 percent 
on a trade-weighted basis and about 40 percent against the dollar. 
That is on the basis of at least a dozen studies done at my institute 
and elsewhere. It is well established, and, if anything, a conserv- 
ative number. 

Second, the Chinese authorities buy about $1 billion of dollars 
every day in the exchange markets. They sell their local currency 
and buy dollars. That keeps the price of the local currency cheap 
and undervalued in the exchange markets to maintain an artifi- 
cially strong competitive position. 

It is very important to keep in mind that several of the neigh- 
boring Asian countries, Hong Kong, Singapore, Taiwan, and Malay- 
sia, peg themselves de facto to the RMB. So it is not just China 
that is competitively undervalued, a lot of Asia is as well, and 
when you add the others, it almost doubles the ante in terms of 
global trade effects and impact on the United States. 

Third, this competitive undervaluation of the Chinese currency 
and the currencies of its neighbors is a blatant form of protec- 
tionism. It subsidizes all Chinese exports by the amount of the 
undervaluation, 25 to 40 percent. It equates to a tariff of 25 to 40 
percent on all of those Asian imports, sharply discouraging pur- 
chases from other countries. 

It would thus be incorrect, and I echo you, Mr. Chairman, to 
characterize as protectionist a policy response to Chinese actions by 
the U.S. or other countries. Such actions, if skillfully chosen and 
properly carried out, should in fact be viewed as anti-protectionist. 

Fourth, China’s global current account surplus soared to almost 
$400 billion, exceeded 11 percent of its GDP two years ago, an un- 
precedented imbalance for the world’s largest exporting country 
and second largest economy. 

Its surplus, of course, dropped sharply during the recession, but 
the IMF has forecast that the number is going up again and by 
2014 will exceed $700 billion and actually be bigger than the U.S. 
global current account deficit. 

This problem is not about to go away. If anything, it looks like 
it is getting bigger. 

Fifth, China’s exchange rate policy violates all relevant inter- 
national norms. Article IV, Section I (iii) of the IMF commits mem- 
ber countries to avoid manipulating exchange rates “in order to 
prevent effective balance of payment adjustments or to gain unfair 
competitive advantage over other members.” 

Another IMF principle for Fund Surveillance over Exchange Rate 
Policies rules out protracted large-scale intervention in one direc- 
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tion in the exchange markets, exactly what China has been doing 
for seven years. 

Article XV of the in the World Trade Organization says: “Con- 
tracting parties shall not by exchange action frustrate the intent of 
the provisions of this agreement.” 

China is violating all the international norms and rules. 

Sixth, the competitive undervaluation of the RMB and the neigh- 
boring Asian currencies does have — and here I differ with Niall 
Ferguson — a substantial impact on the United States. 

We have studied this very carefully. China needs an appreciation 
of 25 to 40 percent even to bring its global current account surplus 
down to 3 percent of its GDP, which would be $150 billion to $200 
billion — still pretty high. 

The U.S. global current account deficit would be cut by some- 
where between $100 billion and $150 billion per year. That is a lot 
of money. It is not our whole deficit, which is now on the order of 
$500 billion, but it would take something like a quarter to a third 
off it. 

If we use the number that the president and the administration 
have been using — 6,000 jobs per billion dollars of exports — the cor- 
rection in our trading balance due to Chinese revaluation would 
save or create 600,000 to 1.2 million U.S. jobs. 

I agree with Niall Ferguson that Paul Krugman’s number is a lit- 
tle high, but I think the numbers would be very substantial. 

The U.S. economy is not a full employment economy. It has 10 
percent unemployment. There is plenty of un-utilized capacity. A 
lower dollar in response to a higher RMB would not mean inflation 
pressure, it would not mean crowding out; it would in fact mean 
more U.S. jobs, mainly high-paying manufacturing jobs. 

Since the budget cost of this action is zero, revaluation of the 
Chinese and other Asian currencies is the most cost-effective step 
that could now be taken to reduce unemployment in the United 
States. 

It certainly would be the most important part of the president’s 
national export initiative. 

The case for a substantial increase in the RMB and the other 
Asian currencies is clear and overwhelming. 

I suggest a three-part strategy to achieve it. First, I agree with 
Niall Ferguson that Treasury should absolutely designate China as 
a “currency manipulator” in its report on April 15. 

The fact that the United States has been unwilling to apply the 
law of the land and call a spade a spade for at least five years has 
undermined any U.S. effort to get an effective multilateral ap- 
proach to the problem. 

I agree with you, Mr. Chairman. The basic thrust has to be mul- 
tilateral, but the U.S. has no credibility seeking that unless it is 
willing to be honest itself, follow the law of the land, and designate 
China a “manipulator.” 

That would be step one, but, I would also take two major new 
multilateral initiatives. I would go to the IMF and seek agree- 
ment — it requires a simple majority of the weighted vote — to dis- 
patch the managing director to Beijing on what is called in IMF 
parlance “a special consultation” or an “ad hoc consultation” to seek 
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Chinese agreement to move the currency up. If they do not do it, 
then one can go to the Executive Board for a vote. 

The third step in the process is to go to the World Trade Organi- 
zation. The United States has the right to seek a dispute settle- 
ment panel to look at China’s obligations under the WTO that I 
cited before and ask for it to be declared a “violator” under the 
WTO rules. 

Final point, Mr. Chairman. 

In my experience, and here I differ a little bit with the historian, 
no country that has run large trade surpluses and had an under- 
valued currency has ever been willing to correct itself without ex- 
ternal pressure. That pressure may come from the markets, but the 
Chinese block that through capital controls, or from other govern- 
ments through political steps. 

President Nixon and John Connally had to break a lot of crock- 
ery back in 1971 to get the initial revaluation of the European cur- 
rencies and the Japanese yen. 

Jim Baker went to the Plaza Agreement in 1985 on the basis of 
two bills passed by the U.S. House of Representatives that would 
have caused great pain to our trading partners had they not agreed 
to correct the currency imbalances of that period. 

I am afraid it is going to have to be external pressure again. The 
Chinese say they will never move in response to external pressure. 
I suggest they will never move without external pressure. If we do 
it skillfully, multilaterally and thoughtfully, we can fashion an ef- 
fective strategy. 

[The prepared statement of Mr. Bergsten follows:] 
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'Hie Problem 


The Chinese renminbi (RMB) is undervalued bv about 25 percent on a trade-weighted 
average basis and bv about 40 percent against the dollar . ~ The Chinese authorities buv about SI 
billion daily in the exchange markets to keen their currency from rising and thus to maintain an 
artificially strong competitive position. Several neighboring Asian countries of considerable 
economic significance - Hong Kong, Malaysia, Singapore and Taiwan - maintain currency 
undervaluations of roughly the same magnitude in order to avoid losing competitive position to 
China. 


This comnetitivc undervaluation of the RMB is a blatant form of protectionism . It subsidizes 
all Chinese exports by the amount of the misalignment, about 25 - 40 percent. It equates to a tariff of 
like magnitude on all Chinese imports, sharply discouraging purchases from other countries. It 
would thus be incorrect to characterize as “protectionist” a noliev response to the Chinese actions bv 
the United States or other countries: such actions should more properly be viewed as anti- 
protectionist . 

Largely as a result of this competitive undervaluation. China's global current account surplus 
soared to almost S400 billion and exceeded 1 1 percent of its GDP in 2007, an unprecedented 
imbalance for the world’s largest exporting country and second largest economy. China's global 
surplus declined sharply during the Great Recession, as its foreign markets weakened, but it 


' C. Fred Hergsten ha.s been Director of the Peterson Institute for Inicntaiional Hconomics since its creation in 19KI. lie 
was formerly Assistant Secretary of the Treasury for Inlemational Affairs ( 1 977*8 1 ) and Assistant for International 
Economic Affairs to the National Security Council ( 1969*71 ). His 40 books include The Uing-Term Internaiional 
Economic Position of the United States (2009), China 's Rise: diaUenges and Opportunities (2008). China: The Balance 
Sheet • What the World Needs to Know Now ahoul the Emerging Superpower (2006), and The Dilemmas of the Dollar: 
The Economics and Politics of United States International \kmetary Policy (2*^ edition. 1 996). 

^ William R. Cline and John Williamson, "2009 1’stimates of Fiuulamental Equilibrium Excitange Rates,** Peterson 
Institute for International Economics, 2009. Policy Brief 09* 10 and Morris Gold.stein and Nicholas K. Lardy. July 2009. 
The Future of China 's Exchange Rate Policy. Policy Analyses in International Economics 87. Washington; PIIE. The 
Ctine*Williamson estimates are quite consersaiive because they aim only to reduce China's global surplus to 3*4 percent 
of its GDP on the view that such levels would be consistent with a sustainable global equilibrium: their estimate of the 
RMB undervaluation would of course be much greater If die goal were to fully eliminate the country's external surplus, 
w hich w ould be quite reasonable for a developing country that already has accumulated S2.S trillion of foreign exchange 
reserves. 
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remained above 5 percent of China's GDP (almost S275 billion) even in 2009. The International 
Monetary Fund estimates that the surplus is rising again and, at current exchan^e rates, will exceed 
the global deficit of the United States bv 2014 .^ In a world w here high unemployment and below- 
par growth arc likely to remain widespread for some time, including in the United States. China is 
thus exporting very large doses of unemployment to the rest of the world - including the United 
States but also to Europe and to many emerging market economies including Brazil, India, Mexico 
and South Africa.'* 

China's exchange rate policy violates all relevant international norms . Article IV, Section I 
of the Articles of Agreement of the International Monetary Fund commits member countries to 
“avoid manipulating exchange rales or the international monetary system in order to prevent 
effective balance-of-paymenl adjustment or to gain unfair competitive advantage over other member 
countries.” Moreover, the principles and procedures tor implementing the Fund's obligation (in 
Article IV, Section 3) “to exercise firm surveillance over the exchange rale policies of members” call 
for discussion with a country that practices “protracted large-scale intervention in one direction in 
exchange markets” - a succinct description of China’s currency policy over the past seven years. 
Article XV(4) of the General Agreement on Tarifl's and Trade ((3ATT), which is now^ an integral 
part of the World Trade Organization, similarly indicates that “Contracting parties shall not. by 
exchange action, frustrate the intent of the provisions of this Agreement.” 

Huge current account imbalances, including the US deficit and the Chinese surplus, of course 
reflect a number of economic factors (national saving and investment rates, the underlying 
competitiveness of firms and workers, etc.) other than exchange rates. Successful international 
adjustment of couree requires corrective action by the United States, particularly with respect to its 
budget deficit and low national saving rate, and other countries as well as by China. But it is 
impossible for deficit countries to reduce their imbalances unless surplus countries reduce theirs. 

And restoration of equilibrium exchanges rates is an essential element of an effective global 
“rebalancing strategy” as agreed by the G-20 over the past year.^ 

The competitive undervaluation of the Chinese RMB and several neighboring Asian 
countries has a very substantial impact on the United States . As noted, an appreciation of 25-40 
percent is needed to cut China's global surplus even to 3-4 percent of its GDP. This realignment 
would produce a reduction of SI 00 - ISO billion in the annual US current account deficit 

Every SI billion of exports supports about 6,000 - 8,000 (mainly high-paying manufacturing) 
jobs in the U,S economy. Hence such a trade correction would generate an additional 600.000 - 


^ Olivier Blanchard and Gian Maria Milcsi-Fcrrciti. March 18, 2010 “Global Imbalances: In Midsta‘am?“. Washington; 
IMF. Table 7. 

* Note that I make no reference to the United Stales - China bilateral trade imbalance in this statement. Bilateral 
balances arc irreles ant in a world of multilateral trade. It should be noted, howe\’er. that China's global surplus exceeded 
one halfof the US global deficit in 2007 and, as noted in the text, is on a trajectory to exceed it by 2014. 

^ The best analysis of the needed Chine.se component of this strategy can be found in Nicholas Lardy. “China; 
Rebalancing Economic Growth," Chapter I in Center for Strategic and International Studies and Peterson Institute for 
International Economics, The C/n'na ^ihnee Sbeci in 2007 anti Be}vmi, May 2007. 

® William R. Cline and John Williamson, ’*2009 Estimates of Fundamental Equilibrium Exchange Rates,” Peterson 
In.stitute for International Economics, 2009. Policy Brief 09-10 .show that the Asian undervaluations equate to a trade- 
weighted overvaluation of about 6 percent of the dollar. Every 1 percent dollar overvaluation leads to a deterioration of 
S20-25 billion in the US current account balance so correction of the Asian misalignments would strengthen the US 
position by $120-1 50 billion over the succeeding two to three years. 
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1.200.000 US jobs . Corrcclion of the Chincsc/Asian currency misalignment is by far the most 
important component of the President’s new National Export Initiative. As its budget cost is zero, K 
is also bv far the most cost-effective step that can be taken to reduce the unemployment rate in the 
United States . 


China did let its exchange rate appreciate gradually from July 2005 until the middle or2008 
(and rode the dollar up for a while aOer it re-pegged in the fall of 2008). During that time, the 
maximum increase in its trade-weighted and dollar values was 20-25 percent (which represented 
good progress although it still leO an underv aluation of roughly a like amount at that lime). It has 
since depreciated again signiHcantly, riding the dollar down, so that its net rise over the past five 
years is only about 15 percent. Moreover, despite China’s declared adoption of a “market-oriented” 
exchange rate policy in 2005. its intervention to block any further strengthening of the RMB against 
the dollar is about twice as ureal today (S30 - 40 billion per month) as it was then tS15 - 20 billion 
per month): on that metric. China’s currency policy is now about half as market-oriented as it was 
prior to adoption of the ''new- policy.” 

The present time is highly opportune for China to begin the process of restoring an 
equilibrium exchange rale, llie Chinese economy is booming, indeed leading the world recovery 
from the Cireat Recession (and China deserves great credit for its elTective crisis response strategics). 
Inllation is now rising and the Chinese authorities have begun to take monetary and other measures 
to avoid renewed overheating; currency appreciation would be an elTective and powerful tool to this 
end by lowering the price of imports and dampening demand for exports.^ Appreciation of the RMB 
at this time would in fact serve both the internal and external policy objectives of the Chinese 
authorities, as part of their long-stated intention and international commitment to rebalance the 
country’s economic growih away from exports and toward domestic (especially consumer) demand. 


An Action Plan 


The case for a substantial increase in the value of the RMB is thus clear and overwhelming . 
Some obsen ers believe that China is in fact preparing to shortly renew the gradual appreciation of 
mid-2005 to mid-2008 (5-7 percent per year) or even to announce a modest (5-10 percent) one-shot 
revaluation (with or without resuming the upward crawl in addition). On the other hand. Premier 
Wen Jiabao recently denied that the RMB was undervalued at all and accused other countries ( ! ) of 
seeking to expand exports and create jobs by unfairly depreciating their exchange rates. “ 

Unfortunately, the two preferred strategies for promoting Chinese action - sweet reason and 
implementation of the multilateral rules, especially in the IMF - have to date had limited success. 
Both efforts should continue, however, and it is particularly important that anv stenned-un initiatives 
toward China be multilateral in nature . The Chinese are much more likely to respond positively to a 
multilateral coalition rather than bilateral pressure from the United Slates, especially if that coalition 
contains a number of emerging market and developing economies whose causes the Chinese 
frequently claim to champion. Moreover, the multilateral elTorts have been half-hearted at best and 


^ China etteclively sterili/es mosl of the monetary etTect of its exchange-market intervention so the large capital inflow 
and upward pressure on the RMB do not have any of the usual inflationaiy (and hence real currency appreciation) impact. 
’ This was apparently the first time that a high Chinese oftlcial has asserted that there is no RMB urKiervalualion. a 
substantial step backward if correct. 
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it is especially important for the United States to exhaust that route before contemplating more 
severe unilateral steps. 

Much of the blame for this failure of policy to date falls on the US Government, which has 
been unwilling to label China the currency manipulator that it has been so clearly for a number of 
years. The unw illingness of the United Stales to implement the plain language of the Trade Act of 
1 988 has substantially undermined its credibility in seeking multilateral action against China in the 
IMF, the WTO. the G-20 or anywhere else. A sensible and cfTeclive strategy must begin by 
reversing that feckless position. 

Hence 1 would recommend that the Administration adopt a new three-part strateuv to 
promote early and substantial anpreciation of the exchange rate of the RMB : 

1 . Label China as a ^currency manipulator” in its next foreign exchange report to the Congress 
on April 15 and. as required by law, then enter into negotiations with China to resolve the 
currency problem.’ 

2. Hopefully with the support of the European countries, and as many emerging market and 
developing economies as possible, seek a decision by the IMF (by a 5 1 percent majority of 
the w eighted votes of member countries^ to launch a ^^speciaf or * **ad hoc” consultation to 
pursue Chinese agreement to remedy the situation promptly . If the consultation fails to 
produce results, the United States should ask the Executive Board to decide (by a 70% 
majority of the weighted votes) to publish a report criticizing China’s exchange rate policy. 

3. Hopefully with a similarly broad coalition, the United States should exercise its right to ask 
the World Trade Organi?.ation to constitute a dispute settlement panel to determine whether 
China has violated its obligations under Article XV (^frustration of the intent of the 
agreement bv exchange action”) of the WTO charter and to recommend remedial action that 
other member countries could lake in response. The WTO under its rules would ask the IMF 
whether the RMB is undervalued, another reason why it is essential to engage the IMF 
centrally in the new' initiative from the outset. " 


* It would be desirable to also label the four other Asian economies that clearly manipulate their exchange rates to 
maintain a close relationship to the RMB: Hong Kong. Malaysia. Singapore and Taiwan. They should in fact be covered 
by all elements of the recommended tltrcc-part strategy. How ever, including them would complicate the strategy 
considerably and deflect attention away from China as the central actor (and Taiwan, the most important in economic 
terms, is not a member of the IMF). It can be safely assumed that all four will let their currencies follow the RMB 
upw ard, how ever, so success in achieving its appreciation should take care of the others more or less automatically and 
should suffice. Alternatively, they could get together (perhaps w ith other countries in the region) to work out an ^Asian 
Pla/a" agreement that would realign exchange rates among them. 

These procedures arc spelled out in detail by Morris Goldstein, the former 0;puty Director of the Research 
Department of the Fund, in “The IMF as Glot^l Umpire for Fxchangc Rale Policies." in Michael Mussa. ed. C. Fred 
Bergsten am! the World Eattumy, Wa.shington: PIIE, 2006, esp. pp. 330-331. Sec also the extensive discussion by 
Mussa. the chief economist of the Fund for 10 years (1991 -200i). in “IMF .Surveillance over China's Exchange Rate 
Policy" in Morris Goldstein and Nicholas Lardy, cds. Debating China s Exchange Rate Policy, Washington: PIIE, 2008. 
esp. pp. 328 ~ 332. These procedures need to strengthened, as argued by both Goldstein and Mussa. but those 
oresenily in place will have to suflice in dealing with the current problem. 

' The Managing Director of the IMF has repeatedly stated, most rcccntly in a major speech to the European Parliament 
last week, that the RMB is “substantially undervalued." Hence the required advice should be readily forthcoming. 
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A thrcc-prongcd initiative of this type would focus global attention on the China 
misalignment and its unwillingness to initiate corrective action to date. The effort would have 
maximum impact if it could be undertaken by the United States in concert with countries that 
constituted a substantial share of the world economy, including emerging market and developing 
economics as well as the Europeans and other high<income nations. Asian countries, such as Japan 
and India, will be skittish in confronting China in this way but are hit hard by the Chinese 
undervaluation and should be increasingly willing to join the coalition as its size grows. 

The objective of the exercise is of course to persuade, or "name and shame.” China into 
corrective action. Unfortunately, the IMF has no sanctions that it can use against recalcitrant surplus 
countries. Hence the WTO, which can authorize trade sanctions against violations of its charter, 
needs to be brought into the picture from the outset.*^ Unfortunately, there are technical and legal 
problems with the WTO rules too (like the IMF rules) so they may also need to be amended for 
future purposes. 

fhe United States could of course intensify its initiative by taking unilateral trade actions 
against China. For example, the Administration could decide that the underv aluation of the RMB 
constitutes an export subsidy in determining whether to apply countervailing duties against imports 
from China. Congress could amend the current countervailing duty legislation to make clear that 
such a determination is legal. In cither case, China could appeal to the WTO and the United States 
would have to defend its actions under the Subsidy Code.’’ 

Countervailing duties and other product-specific or sector-specific steps, such as the Section 
421 case on tires last year or traditional Section 201 safeguard cases, are basically undesirable, 
however, because they distort and disguise the across-the-board nature of the Chinese currency 
misalignment.'^ 'Hicse measures are intended to address problems that are unique to a particular 
product or sector rather than affecting trade and the economy as a whole. As noted above. China’s 
competitive undervaluation represents a subsidy to all exports and a tarifTon all imports. Hence it 
requires a comprehensive response via the exchange rate itself since there is no good alternative. A 
US efibrt that encompasses unilateral, IMF and WTO dimensions to that end is likely to be the most 
effective strategy we can undertake at this time. 


'* It can of course withhold funding from recalcitrant deficit countries, like Greece at present, that need both to borrow 
from it directly and to receive its blessing for adjustment policies that will permit them to resume burrowing in private 
capital markets. 

The entire range of WTO options arc described and analyzed in Gary Clyde llutbauer, Yec Wong and Kekti Sheth. 
August 2006. US-Chim Tratk Disputes: Rising Tide. Risinj^ Stakes'. Policy Analyses in International Economics 78. 
Washington DC, Peterson Institute for International Economics. 

As proposed by Aadiiya Matioo and Aiv ind Subramanian, "Currency Undervaluation and Sovereign Wealth Funds: A 
New Role for the World Trade Organization.*' Peterson Institute for International Economics, 2008, Working Paper 08* 
02 . 

Any new legislation on this issue should require that the Treasury Department make the exchange rate calculations and 
that the United States withdraw its cases if they am rejected by the WTO Dispute Settlement Mechanism. 

"^Tlicre are likewise a number of China’s trade and industrial policies of current concern, most notably of late under die 
heading of its National Indigenous Innov ation Policy and particularly including protection of intellectual property rights, 
that arc product-specific or sector-specific and need to be addressed via policy actions of that type rather than the across- 
ihc-boaid measures discussed here in the currency context. 
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Chairman LEVIN. Thank you very much. 
Clyde Prestowitz, welcome. 
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STATEMENT OF CLYDE V. PRESTOWITZ, JR., PRESIDENT, 
THE ECONOMIC STRATEGY INSTITUTE 

Mr. PRESTOWITZ. Thank you, Mr. Chairman. It is an honor 
and a pleasure to be back. 

Looking at my “yes” to Niall Ferguson and Fred Bergsten, yes, 
China is manipulating its currency. Yes, it is in violation of com- 
mitments to the IMF, to the World Trade Organization, and to the 
United States. Yes, it is harmful. 

It is harmful to many developing countries. Mexico being high on 
the list. It is also harmful to the United States. 

Fred has pointed out estimates of increased unemployment in the 
U.S. as a result of China’s distortion of the markets. I would take 
it even further. I think that we have to look at the impact of the 
currency management not just in terms of trade but also in terms 
of investment. 

Companies make long term investment decisions on where to 
place factories. If they anticipate that a currency is going to be 
chronically undervalued, the tendency, particularly in the case of 
China, is going to be for them to locate their new investments in 
China, so this has an impact not only on employment but also on 
technology development and on the placement of capital invest- 
ments. 

None of this is even in dispute. Virtually all analysts and econo- 
mists who look at these numbers come to pretty much the same 
conclusions. 

I would just add that China is not alone. Japan pioneered this 
development model of export led growth fostered particularly by 
undervalued currencies, and there are a number of other countries 
that are currently participating or pursuing the same models. 

Nor is currency undervalue the only element in the model. An- 
other very important aspect of it is subsidization of investment. For 
example, companies like Intel that have recently invested in China 
have calculated that because of the tax rebates, because of the cap- 
ital grants and other financial investment inducements, they are 
able to save as much as $1 billion over the lifetime of an invest- 
ment. 

The financial investment incentives are twined with the currency 
under valuation to create a powerful incentive to move investment, 
technology and jobs out of the U.S. and out of Europe and out of 
other countries. 

What to do? First, I agree with Fred Bergsten that in my experi- 
ence, which is about as long as his, no country that has been run- 
ning a trade surplus has voluntarily agreed to take steps to reduce 
it unilaterally. It typically takes pressure from the outside and I 
am sure it will also in the case of China. 

Certainly, the initial thrust of any U.S. response needs to be 
multilateral. I agree, in fact, I would say in terms of the immediate 
question, should China be labeled a “currency manipulator,” I do 
not see how the President can avoid doing so. Everybody knows 
that China is manipulating its currency. If the President fudges 
that, he looks weak and dishonest. I do not see how he can really 
avoid that. 

Having said that, once he does it, where do we go? Obviously, 
first steps are to the IMF, to the WTO, in pursuit of persuading 
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China to observe the agreements that it has already made in those 
bodies. 

I think we have to be realistic and anticipate those could be very 
difficult discussions, and they might not go anywhere, or they 
might not go anywhere very quickly. 

I think it is also important to anticipate that China might re- 
spond by some nominal revaluation of its currency. A revaluation 
of three, four, five percent might be presented as flexibility on the 
part of China, but it would have no real significance in terms of 
the distortion of the markets that we are talking about. 

I think we have to think very seriously about not only the time 
period but the size of revaluation or readjustments we are talking 
about, and I think we have to think not only about China but we 
have to think about the other countries that are involved in this 
restructuring, let’s say, of globalization. 

A second step here is to think about things that we can do that 
we should be doing ourselves. Mr. Camp talked about steps that we 
need to take domestically to become more competitive. I whole- 
heartedly agree with that. 

I would add one very important point. Let me come back to this 
issue of financial investment incentives. 

Chairman LEVIN. Mr. Prestowitz, if you could do that quickly. 
I have been told we are going to have votes in about an hour. 

Mr. PRESTOWITZ. My last point is that the United States can 
and in my view should establish a war chest to match the invest- 
ment incentive offers of countries like China and others who are 
using tax holidays and capital grants to induce investments that 
otherwise would not be made. 

Thank you. 

[The prepared statement of Mr. Prestowitz follows:] 
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Chairman Levin, Ranking Member Brady, and members of the subcommittee on trade, thank you 
for the opportunity to speak to you this morning. My name is Clyde Prestowitz, President of the 
Economic Strategy Institute. 

In answer to the question of whether or not China is manipulating its currency, the answer is, of 
course, that it is doing so by intervening constantly in currency markets to maintain the nominal 
value of the Renminbi (RMB) at a fixed rate to the dollar. Such action does not make China 
unique. A number of other countries (Saudi Arabia for example) also peg their currencies to the 
dollar and also intervene from time to time in currency markets to maintain those pegs, and their 
actions do not attract much attention. 

What makes the China case such an important issue is the same factor that made Japan’s 
currency policies so contentious in the 1980s. The currency manipulation is only one aspect of an 
economic development strategy that emphasizes export led growth. Countries that pursue this 
strategy attempt to achieve the economies of scale beyond those arising from supplying their 
domestic markets by expanding production capacity to supply foreign markets as well. The 
strategy typically entails strong incentives and even compulsory measures to assure high savings 
rates, high rates of investment in so called strategic, export industries (typically steel, machinery, 
electronics, aerospace, chemicals, textiles, and autos), a variety of subsidies for exports, 
currencies that are kept undervalued in order to provide an indirect subsidy to exports, and 
various constraints on imports and foreign participation in domestic markets. The objective of 
these strategies is not only to achieve strong exports, but also to realize continuous current 
account surpluses and to accumulate large dollar reserve holdings. These policies typically result 
in huge global imbalances and are essentially “beggar thy neighbor” in their impact on other 
countries. It is important to understand that it is this latter element that leads to discontent, 
international friction, and demands for a response. Commentators often discuss the trade deficits 
and attribute trade frictions to the size and chronic nature of such trade deficits. But the truth is 
that we have trade defieits with countries (like the oil producers) with whom we have no trade 
frictions. It is not the deficits, per sc, that arc the problem. Rather it is market distortions and 
predatory displacement of industries that arise in strategic trade situations that give rise to 
dissatisfaction and complaints. And this would be true even if we had trade surpluses with China 
and other strategic trading countries. The issue is not imbalances. Rather, it is strategic trade or 
what some might call mercantilism. 

A large majority of analysts and commentators agree that China has long been pursuing strategic 
trade and globalization policies and that part of this has been and is an ctTort to keep the RMB 
undervalued as a subsidy to exports, it is further agreed that this currency undervaluation has 
proved economically beneficial to China’s export industries while also proving harmful to the 
economies of a number of other countries including that of the United States. Our trade balance, 
our international debt, the continuing erosion or our industrial output - these are all important 
economic issues that can be in .some way at least partially linked to China’s currency 
manipulation and its broader strategic export and development strategies. Interestingly, the 
Japanese example indicates that these policies are eventually likely to be harmful to China as 
w ell. . China is still a developing country, and needs to cultivate domestic demand and promote 
sustainable growth. The continued policy of an artificially devalued yuan is not in China’s best 
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interests. Greater e.\change rate t1e.\ibility will help reinforce a shift in the composition of 
growth, and allow them to weather fluctuations in global supply and demand. 

The problem, however, is far bigger than China’s currency, and let’s be clear that China is not 
the only one in this game. Many of the East Asian countries are managing their currencies to 
facilitate their export competitiveness into the U.S. market. But eurrency is just the tip of the 
iceberg. We’ve all been engaging in a huge charade. We in the United States have been acting on 
the basis of the presumption that in a world of globalization, with a majority of countries being 
IMF and WTO members, that all countries arc playing the same globalization game. And that it 
is a game of win-win free trade. This has never been true and is increasingly less true. In fact, the 
world is divided - some important countries (the U.S., the UK, a few others) are more or less 
free traders, but many other countries are neo-mercantilists pursuing export-led growth strategies 
guided by elaborate industrial policies. We’ve seen this movie before. We’ve seen Japan pioneer 
the export-led growth strategy, followed by the Asian Tigers, and now' we’re seeing the last tiger, 
or perhaps the first dragon, perfecting the model. A model, it should be noted, that is not unique 
to Asia. Indeed, we sec Germany pursuing accumulation of chronic trade current account 
surpluses and insisting that it can never buy more of the products of its partners in the EU. 

That this is being discussed now is due in large part to the semiannual Treasury report due this 
April 1 5''' on the exchange rate policies of foreign countries. What complicates the issue is the 
fact that the report necessitates a presidential action fraught with considerations far beyond the 
narrow sphere of currency devaluation. Moreover, the report is structured such that it puts the 
United States in an accusatory position, labeling China as being unfair. Not surprisingly, the 
possibility of such an accusation by the United States leads Chinese leaders not to want to appear 
to be submitting to U.S. pressure, even if the U.S. position is on the issue is correct. 

On the other hand, a large majority of economists and informed observ ers agree that China is 
manipulating its currency, intervening in currency markets, accumulating huge reserve surpluses, 
and harmfully distorting markets, including its ow n. If the President doesn’t declare China to be 
doing what everyone knows it is doing, he will lose face and appear weak. It will look like he is 
being dishonest, and kow-towing to China. When we consider some scenarios that may emerge, 
the picture does not improve. For instance, there has been much talk of late that China will soon 
allow some small degree of revaluation. While that may appear to be a mutually beneficial 
outcome that would save faces all around, the truth is that a nominal revaluation is not a solution 
to the problem. Only a major revaluation over a relatively short period can have the necessary 
impaet. If China were to make a token move - say, three or four percent - that is not a gesture 
we should view as significant. Though small enough to prevent the Chinese leadership from 
losing face at home, yet appear to us as though they are capitulating to our concerns, such a 
minor change will have no significant impact. It is not enough for the Chinese to make token 
gestures in order to appease us diplomatically - real change must be accomplished. We cannot 
fall into the trap of being satisfied with occasional nominal adjustments. 

Rather than making this a bilateral issue, it is clearly preferable that some multilaterally 
negotiated arrangement be achieved, perhaps in the G20 or in the WTO or even in the IMF. 
Another option is negotiating with China in a multilateral context, such as the G20 or the WTO. 
But if that can’t be achieved in some reasonable period of time, countries, including the United 
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States, will be obliged to defend their interests in whatever way they deem appropriate, 
unilaterally or as a eoalition of concerned countries. A difficulty is that the global institutions and 
many of their key underlying concepts such as most favored nation and national treatment are 
not cognizant of the present structural realities and not adequate to deal with the problems of a 
world that is half neo-mercantilisl/strategic trade and half free trade. How laughable is it that 
countries put enormous effort into the WTO to lower tarilTs while ignoring exchange rates which 
can easily move by a magnitude greater than the value of the tariffs the WTO system has 
reduced, or that the IMF can discuss currency values and exchange rates without reference to 
trade and investment? Yet they do. We should recognize and use this opportunity to begin 
establishing 2 1 " century institutions for the 2 1 century. The first step is to recognize the 
realities. 

While the WTO has instituted rules about national treatment and most-favored nation status, 
application varies by country. Although we have created a trade regime that works in theory, we 
need to be addressing not just trade but the issues that arc inextricably linked to it, including 
exchange rates. What we need is not the trade regime we’ve developed, but a globalization 
regime. Can we really have deep economic integration between authoritarian, strategically 
guided economies and democratic/laissez faire economies? This is one example of the dichotomy 
between mythology and reality. While China’s currency is part of the bigger problem and must 
be honestly dealt with, by itselfit won’t solve the problems we face unless we deal with the other 
aspects of the issue as well. Investment incentives (capital grants, tax holidays), antitrust policies 
or lack thereof, industrial targeting policies, structures of distribution and so forth. We have a 
WTO, but what we really need is a world globalization organization. 

Negotiations similar to those of the Plaza Agreement of 1 985 should be launched immediately to 
coordinate a substantial (40 to 50 percent) revaluation of a number of managed Asian currencies 
versus the dollar and the euro over the next two to three years. This would also have to entail an 
agreement to halt strategic currency management activities. A second longer term objective of 
the deal would be a reversal of savings and consumption patterns in the United States and Asia. 
Once the current recession is behind us. Washington would promise to balance the federal 
budget over the business cycle and to reform poorly targeted consumption incentives like the tax 
deductibility of interest on home equity loans, while key Asian and oil producing countries and 
Uermany would undertake to increase domestic consumption. China could upgrade its social 
safety net, and a true liberalization of Japan’s housing and consumer credit markets might do 
wonders. The oil countries also need to improve social safety nets and greatly upgrade their 
infra-structure. 

After this initial deal, the IMF or a new body representing the major currencies (dollar, euro, yen, 
and yuan) must continue to coordinate policy and manage appropriate currency adjustment. Its 
mission must be to push the global system toward balance. To this end it should effect a 
transition to a more stable global currency system. One possible option would be a basket of 
currencies. Indeed, the IMF’s Special Drawing Rights (SDRs) already represent a currency 
basket and an exchange of dollars for SDRs (China has actually suggested something like this 
recently) might be used as a device to get away from excessive reliance on the dollar. Regardless 
of how it is done, the end result must be a system that makes neo- mercantilist currency 
management and U.S. abuse of the privilege of printing the dominant currency impossible. 
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If starting such discussions proves difllcull, the United States in concert with other affected 
countries could initiate unfair trade aetions under their domestic laws and also under the anti- 
subsidy and nullification and impairment provisions of the WTO. It could also formally call tor 
official consultations by the IMF with certain of its members regarding their currency 
management practices. This, of course, would be strong medicine, but it would surely stimulate 
discussion, and it is all perfectly legal and in keeping with both the rules and spirit of open, rules 
based trade. 

Over the longer term, the currently prevailing half-free trade, half-mercantilist system of 
globalization must be replaced by the establishment of a one economy-one system regime. To do 
this the WTO will have to be completely revamped with new standards, rules, and authority. 

Most Favored Nation and National Treatment standards are no longer sufficient. There must be 
just one kind of WTO Treatment in all economies. Global rules must be created to break up and 
regulate cartels. Distribution and marketing channels must be equivalently open in all markets 
not only de jure but de facto. It must be possible to appeal on such issues not just to national 
courts but to objective international dispute settlement bodies. Sovereign investment funds and 
state controlled enterprises must be subject to international scrutiny and to transparency and rules 
that assure they arc operating completely outside the political realm. Likewise, tax holidays, 
capital grants, and other financial incentives used to bribe global corporations with regard to 
location of plants, labs, and headquarters must be subject to common WTO and IMF discipline. 
Nor should the WTO and other international bodies wait for complaints to address these issues. 
Rather, they should maintain continuous monitoring of real market developments and apply 
discipline wherever and whenever necessary. 

Again, it may be diffieult to obtain agreement on negotiating such rules. Therefore, the United 
Stales and other interested countries should not hesitate to file WTO and IMF complaints and 
lake the actions allowed by international law against measures and policies that distort 
globalization. Financial investment incentives targeted to particular industries and companies can 
be attacked under the anti-subsidy rules while toleration of cartels and favored positions for stale 
related enterprises can be attacked under the nullification and impairment rules. Again, the U.S. 
authorities should not w ail for complaints. Because of their greater sensitivity to authoritarian 
regimes than to democracies, global corporations will hesitate to bring complaints for fear of 
retaliation from authoritarian neo-mercantilist regimes. Therefore, U.S. and other affected 
officials should monitor conditions proactively and self-initiate appropriate actions. Again, these 
are sure to stimulate negotiations. 

Of course, if negotiations are not possible, then we will be forced to defend our own interests as 
best we can unilaterally. 
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Time to cool China, US tempers 

A failure may result in another economic recession, and perhaps even a new cold war, from which no 
side would he able to decouple 

By LEON HADAR 

WASHINCTON CORRESPONDENT 

MEMBERS of a bipartisan coalition of US lawmakers arc accusing the Chinese of a plot to manipulate 
the value of its currency in order to boost its exports and make American imports harder to sell in China. 

And (he law makers have introduced legislation (hat w ould force the US Treasury to impose stiff penalties 
against China and other countries that are engaged in such unfair currency manipulation. 

In the House of Representatives 1 30 members of the House of Representatives signed a letter protesting 
China's manipulation of its currency while in the Senate, a group of 14 Democrats and Republicans are 
pressing the Obama Administration to act against the Chinese. 

The senators, led by liberal Democrat Charles Schumer from New' York and conservative Republican 
Lindsey Graham from South Carolina, are arguing that past US administrations, worried about the rising 
economic power of China, had refrained from identifying Beijing as a 'currency manipulator' which 
w'ould then have required Washington to impose duties on Chinese imports. But with unemployment rate 
remaining high and as the US trade deficit with China • its second largest trading partner • keeps growing, 
American lawmakers arc a^sponding to public anger by blaming China for using its currency to gain a 
trade advantage. 

The senators want to ensure that the US Treasury's semi-annual report on foreign exchange rate practices 
that is scheduled to be released next month will, indeed, label China as a 'currency manipulator' and force 
the administration to come up with 'remedial' legislation that would supposedly compel China to revalue 
its currency. 

Their Bill • 'Currency Exchange Rate Oversight Act’ • was introduced following a war of words between 
die US and China in recent days over the allegedly misaligned Chinese currency, the yuan, as well as 
other policy issues, including the meeting between President Barack Obama and the Dalai Lama at the 
White House, the US decision to sell arms to Taiwan as well as complaints from American companies 
about Chinese trade practices and Sino-American disagreements over climate change. 

And while the American economy has Just started recovering from a painful recession and is showing 
some growth, the World Bank this week has upped its forecast for China's 2010 GDP grow th to 9.5 per 
cent after it grew at 8.7 per cent last year. 

American law makers say that some of this impressive export driven economic growth has been achieved 
in part through Chinese currency manipulation. 


The Chinese policies amount to 'cheating', according to Democratic Senator Debbie Stabenow which 
represents Michigan, a state whose manufacturing sector, including a struggling car industry, has been 
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devastated by the Great Recession and where the ofTicial unemployment rate is around 15 per cent (and 
among African-Americans, close to 50 per cent). 

She and her colleagues are complaining that the Chinese government is essentially subsidising its exports 
by keeping its currency value low and want Washington to stop talking and to finally walk the walk. The 
Obama Administration needs to pull 'the trigger on (currency) manipulation, explains Mr Graham, whose 
own state of South Carolina has been experiencing an unemployment rate of more than 1 3 per cent. 

He told reporters that 'we're all living in fear of what China might do' since 'we borrow way too much 
money from them', adding that 'we need to break that fear and do what's right'. 

China has approximately US$2.4 trillion of accumulated foreign reserves which explains why many 
economists believe that the yuan is underN alued as a result of a calculated policy pursued by China's 
financial authorities. They buy US dollars and sell their own yuan, a policy that helps to keep the 
greenback's exchange rate fixed to their own currency. The result is a distortion of trade flows - cheap 
Chinese exports to the US continue while imports from the US into China remain expensive. 

But since the Chinese do not allow their currency to float freely, the same economists also disagree over 
the degree to which the Chinese undervalue their currency. Economists also difTer in estimating the extent 
to which the appreciation of the Chinese currency will lead to the narrowing of the US trade deficit with 
China. After all, reducing that deficit seems to be the main rationale for the proposed legislation on 
Capitol Hill. 

In fact, according to the Cato Institute's trade analyst Dan Ikenson. from 2005 to 2008, at a time when the 
yuan was appreciating against the US dollar, the US trade deficit with China actually increased from 
USS202 billion to USS268 billion. Thus, the think tank's analyst suggests, the level of the US deficit is 
determined by many factors other than just the value of the Chinese currency. 

For example, Mr Ikenson points out that the yuan was growing stronger between 2005 and 2008, US 
imports from China increased by USS94.3 billion, or 38.7 per cent. He suggests that one reason for 
continued US consumption of Chinese goods despite the relative price increase may have been the 
shortage of or even the lack of substitutes for Chinese-made goods in the US market. 

Moreover, only somewhere one-third and one-half of the value of US imports from China is actually 
Chinese value-added, with the other half to two-thirds reflecting costs of material, labour and inputs from 
other countries. 

Hence, a stronger yuan actually makes imported inputs cheaper for Chinese producers, who may respond 
by reducing their prices for export, which means that the currency appreciation may lead to a rise - not a 
reduction - of American imports from China. 

Unfortunately, much of this economic common sense is probably not going to counter the political 
pressure from Congress on the administration to 'do something' that is fuelled, in turn, by America's 
economic distress and the ensuing populism that makes China such an easy target. 

A key Chinese official responded to this pressure from Congress by saying that his government has 
become a convenient seapegoat for America's trade problems. But this official needs to recognise that that 
kind of behaviour is a mirror image of sort of the way that some members of the Chinese communist 
establishment have been exploiting anti-American nationalist sentiment as part of a strategy to mobilise 
public support for the regime in Beijing. 
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In a way, scapegoating the 'other' seemed to have become the favourite political weapon by both 
Americans and the Chinese. 

The problem is that the back and forth sniping between Washington and Beijing over China's currency 
policy is more than just a 'normal' economic dispute between two countries that has been exploited by 
politicians on both sides. 

Indeed, the global financial imbalances between the US (consumption that created deficits) and China 
(savings that produce surpluses) helped create the conditions for the financial mclt*dow n. 

And unless the two sides lake steps to deal with these imbalances, the global financial system could 
experience more disasters in the future. 

From that perspective, China's massive trade and foreign exchange surpluses - reflecting the huge 
surpluses of exports over imports and saving over investment - should be seen not so much as a challenge 
to American economic interests but as a threat to the entire global economy, and eventually to China 
itself. 

The Americans need to cut their consumption and borrow ing. But that could only take place if the US 
dollars in China’s govcmment-conirollcd banks arc being spent to buy American products as opposed to 
its debts. And if and when that happens, the appreciation of the Chinese currency would be inevitable. 

In the meantime, a Chinese refusal to revalue its currency is bound to bring about retaliatory action by 
Washington and ignite a destructive economic war between the two nations. 

And the situation is only going to be aggravated if China continues to respond in a somewhat frantic way 
to not-very-unusual actions by the Obama Administration (meetings with the Dalai Lama or arms sales to 
Taiwan). 

If anything. China's rising economic and diplomatic power require it to embrace a more nuanced. If not 
refined, diplomacy that one expects from a great power, especially when it is dealing w ith the more 
accommodating administration in Washington. 

More important, there is no reason why China and the US should not be able to settle their difTercnces 
over currency in the same amicable way that the US and Japan w ere able to during the 1980s. 

A failure to do that would be a recipe for another economic recession and perhaps even a new cold war 
from w hich no side would be able to decouple. 

Copyright C 2010 Singapore Press Holdings Ltd. All rights reserved. 
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Mr. LEVY. Thank you, Mr. Chairman. I very much appreciate 
the opportunity to appear here today and I will follow your sugges- 
tion and offer just a brief summary of my extended testimony. 

China’s currency undervaluation is both real and problematic. 
The conclusion that the RMB is significantly undervalued has been 
reached by a wide range of analysts, including the IMF. The clear- 
est indicator is the dramatic accumulation of China’s foreign ex- 
change reserves, now estimated at roughly $2.4 trillion. 

The most acute problems stemming from this policy appear in 
China itself. For that reason, the situation is vexing but not hope- 
less. It is in China’s own interest to move toward an appreciated 
currency. 

China’s undervalued exchange rate and mounting reserves post 
serious difficulties for controlling Chinese money supply and in 
turn inflation. 

One analyst recently argued that Chinese policy is cultivating a 
real estate bubble to compare with that of Japan before its bust in 
the 1990s. 

Under its policy, China has been extending large volumes of 
loans to the rest of the world. For a relatively poor country that 
is rapidly getting richer, such lending makes little economic sense. 

Of course, the primary concern of this committee and the Con- 
gress is the effect of Chinese practices on the United States. 
Whether or not Chinese currency practices hurt the U.S. is the sub- 
ject of vigorous debate among economists and, apparently, histo- 
rians as well. 

Even if one is convinced of the harm, we must be very clear on 
the likely costs and benefits of potential remedies. In normal times, 
there are strong arguments that China’s exchange rate policies do 
not hurt the United States. 

As you mentioned, however, recent arguments made by Nobel 
laureate, Paul Krugman, make a contrary assertion. He links Chi- 
nese policies to U.S. unemployment and that linkage relies on the 
argument that the United States is temporarily in abnormal times. 

By this, he does not mean a steep recession, which is obvious, 
but a time when monetary policy has become completely ineffec- 
tive, a so-called “liquidity trap.” It is during such a special situa- 
tion that an increase in net Chinese demand could stimulate the 
U.S. economy, presumably in a way that the Fed is incapable of 
doing. 

By Krugman’s reasoning, this offers a relatively short window of 
time in which a Chinese policy change could have any serious ef- 
fect. Yet, none of the actions that China might plausibly undertake 
are likely to do this. 

A gradual currency appreciation of the sort China followed from 
2005 to 2008 would not be large enough. A more sudden apprecia- 
tion, on the order of 20 to 30 percent, could jolt the Chinese econ- 
omy so seriously that it would not increase its demand for global 
goods, at least not in the short run. 

What determines whether China will act? There are two major 
sources of legitimacy for the Chinese regime: economic performance 
and nationalism. 
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China’s reluctance to revalue the renminbi hinges on worries of 
economic performance, specifically the potential demise of large 
numbers of low margin businesses in China’s export sector. 

Nationalism, in turn, is likely to mean that China would not 
react well to unilateral U.S. pressure. 

In the interest of time, I would like to focus on just one major 
proposal to encourage change, the idea of an unilateral tariff on 
Chinese goods. 

Compared to other proposals, this would impose the most imme- 
diate economic pain on China, but it would also maximize the like- 
lihood of a strong nationalist backlash within China that would 
preclude Chinese compliance with U.S. demands. 

By blatantly violating U.S. commitments under the WTO, a uni- 
lateral tariff would do lasting damage to the rules based multilat- 
eral economic system. This could be disastrous for a U.S. economy 
that is globally integrated. Nor should one expect, as Dr. Ferguson 
also said, that the breakdown in cooperation relationships would be 
limited to the narrow confines of trade and currency. 

Advocates of a tariff have set aside these long term consequences 
and argue that it could achieve U.S. short term goals whether or 
not China complies. This is highly dubious. 

Such a bilateral measure could be readily circumvented by a re- 
ordering of world trade flows, effectively reversing the shift in 
trade patterns that accompanied China’s recent rise. 

For many of the low cost goods that China produces, its chief 
competitors are not U.S. firms but those in other developing na- 
tions. 

Even if the United States were to enter lines of business from 
which China had been excluded, such adjustments take time. Thus, 
there are few likely short term benefits to offset the potentially 
staggering long term costs. 

In contrast, multilateral approaches would be neither quick nor 
easy but would offer a better chance of eventual success. The 
United States could work through the WTO, the IMF, the G-7 or 
the G-20. By avoiding the antagonisms of bilateral conflict, a mul- 
tilateral approach could make it politically easier for China to ac- 
cede to new rules. 

This is not really a choice between short term benefits and long 
term costs. It is hard to discern a feasible action that China might 
take that would significantly improve U.S. employment and output 
in the short run. It is even harder to imagine a scenario in which 
China would adopt such a policy under the unilateral threat of U.S. 
punishment. 

We would be wise to show patience and pursue an approach that 
relies upon multilateral diplomacy. 

Thank you, Mr. Chairman. 

[The prepared statement of Mr. Levy follows:] 
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Chairman Levin, Ranking Member Camp, and members of the eommiltee, thank 
you for the opportunity to testify today on the challenges posed by the currency practices 
of the People’s Republic of China. This issue raises difficult questions about economics, 
diplomacy, and international institutions. It is also one where U.S. missteps could have 
serious and lasting consequences. 

In my testimony, I will argue that China’s currency undervaluation is both real and 
problematic. While it poses problems for global economic rebalancing, the most acute 
problems appear in China itself For that reason, the problem is ve.xing but not hopeless. 
It is in China’s own interest to move toward an appreciated currency. 

Of course, the primary concern of this committee and the Congress is the effect of 
Chinese practices on the United States. Whether or not Chinese currency practices hurt 
the United States is a subject of vigorous debate among economists. Even if one is 
convinced that the undervalued Chinese currency has been harmful, the United States 
must be very clear on the likely costs and benefits before adopting policies to address the 
problem. 1 will contend that neither U.S. actions nor any ensuing Chinese reforms are 
likely to improve U.S. unemployment significantly. It is not clear that the benefits of 
trying to force an appreciation of the Chinese currency would outweigh the potential 
harm to long-term U.S. interests. 

The cost to policy errors could be very large. A number of the proposals that have 
been put forward by prominent commentators could do lasting damage to the 
international economic system while failing to alter Chinese policies. To reach this 
conclusion, 1 will offer some thoughts on the factors driving Chinese decision-making 
and on the courses of action China might plausibly follow in response to U.S. pressure. 

This is not to argue that the United States is impotent. There arc a number of 
potentially fruitful paths the country might follow. These all require patient diplomacy, 
however, and none guarantees results. This sort of patience is exceedingly difficult in a 
time of economic distress. 


I. Chinese practices and their global repercussions 

China has held its currency roughly fixed against the U.S. dollar for most of the last 
13 years. From October 1997 to July 2005, the official exchange rate was 8.28 RMB to 
the dollar.' The currency appreciated to 6.83 RMB to the dollar between the summer of 
2005 and late 2008, an appreciation of roughly 20 percent. Since then, the RMB has held 
steady against the dollar. 

It is worth noting that in the late 1990s, China held its rate fi.xcd in the face of the 
Asian financial crisis and pressures to depreciate. Nor is there anything objectionable 
about a fixed exchange rate per se. Until the breakdown of the Bretton Woods exchange 
regime in the 1970s, most of the globe operated under a system of fixed exchange rates. 
This was seen as one means of promoting stability and predictability in an economy. 

In recent years, however, the undervaluation of China’s currency has become 
apparent. This undervaluation has occurred as China has assumed a steadily more 
important role in the global economy. The clearest indicator of a misaligned renminbi is 
the dramatic accumulation of China’s foreign exchange reserves. With a closed capital 


Goldstein, Morris, and Nicholas Lardy, "China’s Exchange Rate Policy; An Overview of Some 
Key Issues," Peterson Institute for International Economics. October 19, 2007. 
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account and an exchange rate that makes Chinese exports appear cheap and imports 
expensive, there is an excess demand for Chinese currency. To maintain the value of the 
renminbi, the Chinese government essentially accumulates this excess demand in the 
form of foreign exchange reserves. Chinese reserves were estimated at $286 billion at the 
end of 2002. In early 2010, they are estimated at $2.4 trillion. They are forecast to exceed 
$3 trillion by the end of next year." 

Just as there are benign explanations for fixed exchange rates, there are benign 
explanations for the aeeumulation of foreign exchange reserves. In the Asian financial 
troubles of the 1 990s. the climax of the crises came when China’s neighbors exhausted 
their foreign exchange reserves and were left to turn to the International Monetary Fund 
(IMF) for assistance. Many Asian nations learned the lesson that substantial reserves 
were a form of insurance against such humiliation and China is hardly alone in having 
aecumulated a significant stockpile. But China’s reserves far exceed the levels that are 
needed for such precautions. 

The conclusion that China’s currency is significantly undervalued has been reaehed 
by a wide range of analysts. The Peterson Institute has estimated that the renminbi is 20 
to 40 percent undervalued.^ In its latest update on the Chinese economy, the World Bank 
recommended that China appreciate its currency to head off inflation.'* The new 
European Union trade commissioner, Karel De Gucht, last week stated his view that the 
renminbi was underpriced.’ Perhaps most telling from a policy standpoint were the 
comments of Dominique Strauss-Kahn, the Managing Director of the IMF. He said last 
week, “The opinion of the IMF... is still that the renmimbi is very much undervalued.’’* 

Because of the tight integration between China and other Asian trading nations, it 
has been difficult for China’s neighbors to appreciate their currencies while the renminbi 
has remained fixed. Thus, the global impact of China’s practices extends beyond China’s 
rapidly-growing but limited economic heft. When there are important imbalances in the 
global economy, exchange rates are a key mechanism by which adjustment would take 
plaee. The world is at a point where much of it is trying desperately to stimulate growth 
while China is concerned with the efTects of overheating. In an ideal world, an 
appreciation of the Chinese currency would relieve pressures on China while increasing 
the net demand for goods from the rest of the world. 


2. This poses serious problems for China 

In the world of international relations, the most pernicious transgressions are those 
which help the transgressor and hurt others. In such cases, there is no reason to expect the 
behavior will change without some intervention. This is not the case with China’s 
curreney practices. 


’ World Bank, China Quarterly Update, March 2010. 

’ See discussion by Peterson Institute Director C. Fred Bergsten, March 12, 2010. 
hltD://w\v'v .eni.oru resources event 20 1 00-J 1 2 
■* World Bank, China Quarterly Update. March 2010. 

’ Chaffin, Joshua and Alan Beattie, “EU’s De Gucht airs concern on U.S. trade stance,” Financial 
Times, March 18, 2010. 

* Wall Street Journal, “IMF Strauss-Kahn: China's Currency Is Undervalued.’" March 17, 2010. 
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China’s undervalued exchange rale poses serious difficulties for controlling Chinese 
money supply and. in turn, inflation. The exchange rale is not the only driver of inflation; 
China’s recent stimulus was important as well. But the exchange rate makes monetary 
control more difficult and imports more expensive. Appreciation of the renminbi would 
directly cut into import costs, which is particularly important for an economy that 
assembles foreign inputs and is heavily dependent on getting natural resources from 
abroad. 

This threat is taken seriously in China. The leadership has a longstanding fear of 
inflation because of the public unrest it can cause. Some analysts have described a burst 
of inflation as one contributing cause of the Tiananmen unrest in 1989.’ 

The distinguished Japanese economist Takatoshi Ito has recently argued that 
Chinese policy is cultivating a real estate bubble to compare with that of Japan before its 
bust in the 1990s. He writes: 

“The [Chinese] central bank is... hesitating to lake up the best policy - 
interest rate hikes and appreciation of the Chinese renminbi. The property 
bubble is a clear sign of overheating. China's reported inflation rate does 
not show rampant inflation, but that was also the case in Japan in the 
1980s. If the renminbi is appreciated, any overheating of China's export 
sectors will be slowed, while standards of living will improve with higher 
purchasing power.’’* 

More fundamentally, the accumulation of foreign exchange reserves that 
accompanies China’s currency undervaluation has meant that China has been extending 
large volumes of loans to the rest of the world. Given that China is a relatively poor 
country that is rapidly getting richer, such lending makes little economic sense. For 
comparison, China’s income per person is between $3,000 and $6,000. The comparable 
figure for the United Stales is over $45,000.’ 

One common misperception is that China at least has the benefit of its $2.4 trillion 
hoard, which it ought to be able to use to address its problems. This sum is often 
misinterpreted as a measure of the success of China’s policy. In fact, this collection of 
I.O.U’s from abroad is not a ready account to pay for China’s substantial needs. If China 
were to attempt to spend the foreign exchange on domestic needs, it would first need to 
eonvert it into renminbi. That would serve to appreciate the currency. So long as China 
maintains its currency peg, it cannot use the money at home. 

What may be worse, from a Chinese perspective, is that China faces the prospect of 
significant capital losses on its foreign exchange holdings. Either an increase in global 
interest rates or an appreciation of the renminbi would cut into the RMB value of China’s 
foreign exchange holdings. As the reserves grow, so do the potential losses. 


’ Sec, for example. Kcidcl, Albert, "China’s Looming Crisis - Inflation Returns,’’ Carnegie 
Endowment for International Piece, Policy Brief No. 54, September 2007. 

‘ Ito, Takahashi, "China’s property bubble is worse than it looks,” Financial Times, March 17, 
2010. 

’ World Bank. World Development Indicators Database, September 2009. The broad range of 
estimates for Chinese income reflects different methods of accounting for exchange rates. 
Indirectly, this is another measure of currency misalignment. 
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Chinese odficials are aware of the dangers of inflation, of the unmet domestie needs, 
and of the potential for capital losses. The counterbalancing fear is that appreciation 
could lead to significant unemployment at a time when global demand for Chinese 
exports fell. Chinese central bank governor Zhou Xiaochuan said this month that China’s 
curreney peg is a temporary response to the global financial crisis and that China will 
eventually move away from it. Ju.st not yet.'" 

3. Does an undervalued RMB hurt the United States? 

In normal times, there are strong arguments that China’s exchange rate policies do 
not hurt the United States. The flip side of China’s currency undervaluation is excess 
lending to the rest of the world. In general, if a country is borrowing, it benefit when 
another country offers low-interest loans. It can certainly be argued that the United States 
misused the funds it borrowed, but that is not the fault of the lender. 

If the United States is to borrow' from the rest of the world, it must run a capital 
account surplus (sending bonds and other financial instruments abroad, on net) and a 
current account deficit (roughly equivalent to the trade deficit). There are good reasons to 
think that borrowing and macroeconomic factors drive the trade defieit rather than the 
other way around. ' 

While the current account surplus of China and deficit of the United States are 
economically significant, the bilateral trade deficit the U.S. runs with China is not. Even 
if China and the United States each had balanced current accounts, there is no reason to 
think there would be bilateral balance in a world of many countries. If a country with 
balanced overall trade imports from one country and exports to another, it will run 
bilateral surpluses and deficits. 

To illustrate how misleading bilateral measures of trade can be, consider China’s 
share of U.S. imports. In 1997, China accounted for 7.2 percent of U.S. imports. By 2009, 
this share had more than doubled to 19.0 percent. Yet over that same time period, the 
share of U.S. imports coming from Asia - including China - fell from 38.4 percent to 
37.6 percent.'" This refiects the extent to which China globalized by linking itself to a 
vibrant Asian production network. Goods that were labeled as Chinese often had very 
limited Chinese value added; they were simply completed there. If those goods had 
previously been completed in a country like Malaysia, the sw'itch would alter the share of 
U.S. goods coming from China while leaving Asia’s share untouched. 

This is a cautionary tale not only about interpreting trade deficit statistics. It also 
has tw'o important policy implications. First, policies that target only China’s trade could 
prompt a straiahtforward reordering of trade patterns within Asia that would have little 
net effect . Second, to the extent that Chinese value added is limited and it imports 
partially finished products and supplies, an appreciation of China’s currency would cut 
the cost of these imported supplies. That could temper the elTect of more expensive final 
goods. 

If we return our attention to worldw ide current account deficits, these should not be 
equated with unemployment and poor economic performance. If we go back to the years 


IVall Street Journal, "Zhou Signals Yuan Policy Shift,” March 8, 2010. 

" Levy, Phil, "Do trade deficits call for a sledgehammer?” Foreign Policy, April 15, 2009. 
lillPt'/shadow.forcienpolicN.com posts 200904 15 do trade deficits call for a slcdechammcr 
'■ Author’s calculations from U.S. International Trade Commission Tariffs and Trade database. 
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before the financial crisis, from 2004-2006, the United States, the United Kingdom and 
Australia all ran current account deficits of 2 to 6 percent of GDP. Their unemployment 
rates ranged from 4.5 to 5.5. Meanwhile Germany ran current account surpluses from 4.6 
to 6 percent of GDP and suffered unemployment rates around 1 0 percent. ^ Looking at 
just U.S. data, the U.S. current account deficit shrank from 5.2 percent of GDP in 2007 to 
2.9 percent in 2009, while the unemployment rate rose from 4.6 percent to 9.3 percent.''* 

This is all anecdotal, but it illustrates that trade deficits are compatible with low 
unemployment, while surpluses arc compatible with high unemployment. 

As the unemployment number well illustrates, there has certainly been hardship felt 
by the U.S. workforce. There has been a steady decline in manufacturing employment, 
wage stagnation, and wage inequality. The decline in manufacturing employment dates 
back to 1979.'* It appears to have had more to do with an increase in manufacturing 
sector productivity, which allowed manufacturing production to continue or grow with 
fewer and fewer workers. Economic studies have shown that the primary drivers of 
inequality and wage stagnation are dilTering returns to education and the changes 
wrought by new technology.'* Trade affects both wages and prices, of course, and one 
careful study of the impact of trade with China found that it had significantly reduced 
U.S. inequality.'’ 

It can be dilTicult to make blanket statements about whether one nation's economic 
policies help or hurt another nation. Whereas Chinese distortions may hurt one U.S. firm 
and its workers, they may help another U.S. firm as well as American consumers. Even 
more frequently, ehanges in wages and employment that are attributed to trade may in 
fact be due to technological change, education, domestic competition, and the functioning 
of labor markets. On balance, there is little reason to think that in normal times, with the 
United States already borrowing money on world markets, Chinese exchange rate 
misalignment had a significant negative impact.'" 


” IMF World Economic Outlook Database, October 2009. 

Current account statistics calculated from Bureau of Economic Analysis data. 
httD://bca.eov/index.htm . unemployment data are annual averages from the Bureau of Labor 
Statistics, httD://www.bls.eo\,'cps'nrev vrs.htm . 

'* See Levy. Philip I., “Doing a Job on NAFTA,” March 6, 2008. 

httn://w w w .american.com'archivc 2008 march-02 -OX doine-a-iob-on-nafta . While employment 
declined. U.S. manufacturing output quantity grew by more than 50 percent from 1 987 to 2007, 
httn: www.hea.eoc . industrs , enotahlcs eno action. dm . 

See Robert Z. Lawrence, Blue-Collar Blues: Is Trade to Blame for Rising U.S. Income 
Inequality? . Peterson Institute, January 2008; and Claudia Goldin and Lawrence F. Katz, The 
Race Between Education and Technology . Harvard, 2008. 

” See Broda, Christian, "China and Wal-Mart: Champions of equality," Vox, July 3, 2008. 
http: Avww .\oxeu.ore/indcx.php?q mode 1 353 . 

'* Nobel Prize-winning economist Gary Becker has written: "On the whole, I believe that most 
Americans benefit rather than arc hurt by China's long standing policy of keeping the renminbi at 
an artificially low exchange value. . .The main beneficiaries of this policy are the poor and lower 
middle class Americans and those elsewhere who buy Chinese made goods at remarkably cheap 
prices. . . I believe the benefits to American consumers far outweigh any loses in jobs, particularly 
as the US economy continues its recovery, and unemployment rates come back to more normal 
levels..." Becker, Gary, "Should China Allow its Currency to Appreciate?" November 23, 2009, 
bun: /w w w .beckcr-posncr-hloe.com 2009 1 1 should china al.hlml 
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What ahoiil abnormal times? 

I distinguish between normal and abnormal times because the distinction is central 
to recent arguments made by leading international economists Paul Krugman and Fred 
Bergsten. Krugman has been most explicit in his arguments that the United States is in a 
liquidity trap. Whereas a conventional argument might say that the Federal Reserve will 
adjust interest rates to achieve full employment, in a liquidity trap situation, interest rates 
are stuck at zero and the Fed is unable to do this. Krugman writes; 

Right now we’re in a liquidity trap, which... means that we have an 
incipient excess supply of savings even at a zero interest rate. ...In this 
situation, America has too large a supply of desired savings. If the Chinese 
spend more and save less, that’s a good thing from our point of view. To 
put it another way, we’re facing a global paradox of thrift, and everyone 
wishes everyone else would save less. 1 9 

In this scenario, Krugman and Bergsten argue that a full revaluation of China’s 
currency (perhaps by 25 to 40 percent) could boost demand for the rest of the world’s 
exports, cut the U.S. trade deficit, and expand U.S. employment.™ Even if China’s 
policies do not hurt in normal times when we are eager for cheap loans, the argument 
goes, they are hurting now. 

Krugman plays out the scenario that Bergsten described orally: 

First, the United States declares that China is a currency manipulator, 
and demands that China stop its massive intervention. If China refuses, the 
United States imposes a counterv ailing duty on Chinese exports, say 25 
percent. The EU quickly follows suit, arguing that if it doesn’t, China’s 
surplus will be diverted to Europe. 1 don’t know what Japan does ... 

[F]or those who counsel patience, arguing that China can eventually be 
brought around: the acute damage from China’s currency policy is 
happening now, while the world is still in a liquidity trap. Getting China to 
rethink that policy years from now, when (one can hope) advanced 
economies have returned to more or less full employment, is worth very 
little.-' 

There are several separate parts to this argument. First, there is the argument that 
wc arc in a liquidity trap (stuck at zero interest rates with ineffective monetary policy). 
Second, there is the contention that Chinese appreciation would result in a rapid increase 


Krugman, Paul, “China and the liquidity trap,*’ The Conscience of a Liberal, New York Tirnes^ 
May 15, 2009. http: krugman.bious.nvtimcs.com/2009/05 15, china-and-the-liauiditv-trap 
^ Dickson. David M., “China’s yuan value hits U.S. economy, two experts say,” IVashington 
Times, March 15, 2010. 

*' Krugman. Paul, “Capital Export, Elasticity Pessimism, and the Renminbi (Wonkish),” The 
Conscience of a Liberal, New York Times, March 16, 2010. 

hup: //krugman.blogs.nvtimes.com 2010 0.> 16 capital-cxpoH-clasiicitv-pcssimism-and‘thc- 
renminbi’wonkislt^ 
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in demand for U.S. products. Finally, there is the issue of how long the liquidity trap 
window will last, after which, as Krugman notes, the change would be worth very little. 

Is the United States in a liquidity trap? This is not a universally accepted point." 
After all, while short-term interest rates are near zero, the U.S. ten-year bond is trading at 
roughly a 3.7 percent interest rate. Paul Krugman has argued that this simply reflects 
expectations that we will emerge from a liquidity trap in the future. As an example, a 3.7 
percent ten-year bond could reflect the expectation that interest rates are zero for two 
years, then 4.6 percent for the next eight. If that were so, and the rest of Krugman’s 
argument applied, then there would be a two-year window in which w'C would care about 
additional Chinese demand, followed by a much longer period in which we would return 
to welcoming other countries w'illing to lend us money and hold down our interest ralcs.^’ 
Next, we can consider the effects on China of a 25 to 40 percent sudden currency 
revaluation. Large swathes of Chinese low-margin producers would fail and the weak 
Chinese financial system would be ill-equipped to reallocate the eeonomy’s resources 
quickly. Beijing University Professor Michael Pettis describes the likely consequences of 
a rapid appreciation: 

"... China cannot adjust too quickly. If Beijing removes the implicit 
subsidies, including those caused by the undervalued exchange rate, too 
rapidly, that could force large-scale bankruptcies as Chinese manufacturers 
found themselves unable to compete globally or at home. If these 
bankruptcies forced up unemployment, then ... household income would 
... decline as unemployment soared. In that case Chinese manufacturers 
would find themselves becoming uncompetitive in international markets 
just as domestic markets are collapsing. 

The conclusion? A rebalancing is necessary for China, as nearly 
everyone in the leadership know's. This will involve, among other things, a 
significant revaluing of the currency. But rebalancing cannot happen too 
quickly without risking throwing the economy into a tailspin. That cannot 
and should not be a part of the US or Chinese policy objective. By the way 
if China is forced to revalue the currency too quickly, it will have to enact 
countervailing policies — lower interest rates, suppress wages, increase 
credit and subsidies — to protect the economy from falling apart, and these 
will exacerbate other imbalances that may be even w'orse than the currency 
misalignment.”’'* 


" See, for example, Reynolds, Alan, "Krugman’s Liquidity Claptrap,” Forhes, June 19, 2009. 
hllDi/ 'ww w I'orbcs.coni 2009 06 I X paul-kruuman-new-\ ork-iimes-liauiditv-romcr-opiiiions- 
conlrihulors-alan-revnolds.hlml 

On a technical note, it can be argued that the higher rate for longer bonds poses a more 
fundamental problem to the liquidity trap argument. The premise of that argument is that 
monetary policy is ineffective. While standard monetary policy works by manipulating short term 
interest rates, it is also possible to affect the money supply by “quantitative easing" - the 
purchase of non-traditional bonds. If the Fed can expand the money supply and drive down 
interest rates by buying other bonds, then monetarj' policy is still working. The U.S. Federal 
Reserve has been doing just that during the crisis. 

Pettis, Michael, "How will an RMB revaluation affect China, the US, and the world?”, China 
Financial Markets, March 17, 2010. http: moctlis.com 2010 03' how-will-an-niib-revaluation- 
affect-china-llie-us-aiid-thc-world' 
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Thus, if China were to try to revalue too quiekly, the ensuing turmoil could prevent 
China from significantly boosting world demand. If China were to try to revalue slowly, 
then the policy would not have the near term impact that Krugman and Bergsten describe. 

As a final set of caveats to the argument that China’s failure to act is hurting the 
United States in these abnormal times, we note that any increase in net Chinese global 
demand that might result from a policy shift would not necessarily translate into a quiek 
boost in U.S. production. In many cases, the United States is not producing the goods it 
imports from China. If the price of those goods were to rise, it could shift demand to 
other countries that had more similar production, such as those in the developing world. 

4. What would we like China to do? 

Before considering specific policies the United States might pursue to efiect change 
in China, it is worth considering which Chinese policy would be best for U.S. interests. 

One possibility is that China could resume the pace of appreciation that it employed 
from 2005 to 2008. At that time, China was appreciating at an average rate of roughly 6 
percent per year. If China e.xperiences higher inflation than the United States, the 
effective rate of appreciation could be .somewhat faster. This policy would be unlikely to 
have a dramatic impact on the United States in the short term. To the extent history is a 
guide. China’s earlier appreciation was accompanied by continued current account 
surpluses and foreign exchange reserve accumulation. 

As a matter of economic policy, there is a signifleant downside for a country that 
attempts steady, predictable currency appreciation: It provides investors with a one-way 
bet. With a predictable 6 percent annual appreciation, any investor who could convert 
dollars into renminbi would achieve an additional 6 percent return beyond any interest 
rate differential. This creates great pressures for ‘hot money’ flows into China and 
complicates the task of tamping down Chinese inflation. 

Such considerations have helped prompt calls for a rapid. ‘one-olT appreciation. 

But such a rapid appreciation threatens economic turmoil, as described earlier. There is 
no easy solution to this dilemma. China should have appreciated its currency some time 
baek when the necessary adjustment was more manageable. This highlights the pressure 
for China to act on currency sooner rather than later. The delay to date has made China’s 
choice more difficult. Any further delay exacerbates the problem. 

A third possibility is that China could avoid the question of how quickly to 
appreciate by leaving it up to market forces. It could open its capital account and let the 
renminbi trade freely against other major currencies. While such an approach has a 
certain appeal to an advocate of market forces, it is worth noting at least two potential 
downsides. First, this could just add uncertainty to the problems of economic shock 
described above. Second, it is not obvious that China’s currency would appreciate. China 
is full of avid savers who have been compelled to choose between limited investment 
choices offering low interest rates. If they were free to put their money anywhere in the 
world, there could be a large outflow' of renminbi into other currencies that would cause it 
to depreciate. 

The current and past U.S. administrations have w isely advocated for a market- 
determined exchange rate, but that term suggests a longer-term goal and is different from 
a call for a freely floating rate. 
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These are not the only options, of course. One could imagine policies that were less 
ambitious, more ambitious, or that lay somewhere in between. In fact, this poses a 
difficult problem for U.S. policy: there is not a bright line between acceptable and 
unacceptable Chinese behavior. Krugman, Bergsten and others have rightly argued that 
the e.xtent of Chinese reserve accumulation is extraordinary and beyond the pale. But as 
soon as the United States puts itself in the position of issuing ultimata, it will need to be 
able to distinguish between sufficient and insufficient Chinese responses. Would a I 
percent annual rate of RMB appreciation be acceptable? What about a 5 percent rate? Is 
the acceptability of China’s behavior determined by the level of the exchange rate, the 
pace at which it appreciates, or the extent of Chinese intervention? There are no clear 
economic answers to these questions. 

While China’s accumulation of reserves may represent an unprecedented extreme, a 
multilateral rules-based system requires tran.sparent eriteria on behavior. Without such a 
principled basis for action, a U.S. response w ill appear arbitrary and may encourage 
countries to pursue their advantage however they ean. In the absenee of clear economic 
answers, the only credible approach would be to work with like-minded major countries 
to clarify international rules. 

In sum, the United States government should be warv of demanding action if it is 
not clear what action it wants . The most likely possibilities are fraught w ith problems and 
none seems likely to deliver major benefits for the United States. Without firm technical 
grounds for distinguishing between acceptable and unaeceptable behavior, the most 
defensible basis for U.S. demands of China would come from agreement among leading 
nations. 

5. What determines Chinese response - .sources of legitimacy 

The preceding diseussion considered what policies the United States should hope 
China adopts. In assessing the desirability of different courses of U.S. action, it is also 
useful to think about the determinants of Chinese behavior and consider the forces 
driving any Chinese response. It should be emphasized that this is not an argument for 
putting Chinese interests above U.S. interests. Rather, it is a basic rule of strategy to base 
actions upon a counterpart’s likely response. 

As the basis tor this analysis, we can presume that the Chinese Communist Party is 
interested in its survival. Although the CCP is not accountable in elections, it does behave 
as if Chinese publie opinion matters. It is commonplace among analysts of Chinese 
politics to emphasize two sources of legitimacy for the current regime: economic 
performance and nationalism.’* Some of the obstacles to maintaining economic 
performance have already been discussed. The Chinese government must steer a difficult 
course between inflation and unemployment. Its misguided currency policies have made 
this increasingly difficult. 

The constraints of nationalist sentiment within China are no less real. The Chinese 
government has occasionally stoked and occasionally been scared by outbursts of anti- 


** See, e.g.. Shirk, Susan, Fragile Superpower: How China's Internal Politics Could Derail Its 
Peaceful Rise, Oxford, 2007. 
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Japanese nationalist sentiment.^* Historical grievances have generally been behind such 
movements. These grievances may be specifie, as with China’s war with Japan, or they 
may relate more generally to the “century of humiliation” dating back to the opium wars 
of the mid- 1 9 "’ century - an earlier attempt to open China to trade. 

fhc practical implication of Chinese nationalism in this context is that there is a 
sensitivity to slights on the international stage. While restrietions on the freedom of 
inquiry in China make it very difficult to make an objective assessment of public opinion, 
there is evidence that nationalist sentiment is not entirely under government control. 
Government officials thus may feel constrained in their actions and may play to this 
sentiment. 

In reporting this month from Beijing, a New York Times reporter described the 
dynamic: 


After decades of comparatively quiet diplomacy, China has taken 
increasingly muscular stances in the past year on relations with the United 
States and on global economic and environmental matters. Many analysts 
say the shift is due not only to China’s sudden arrival as a global economic 
power after the financial crisis, but also to domestic political issues. 

The ruling Communist Party will .select successors to President Hu 
Jintao and Prime Minister Wen Jiabao in 2012. In the jockeying to choose 
new leaders, some analysts say, there is scant incentive to take positions 
that rivals could criticize as weak.^’ 

In the context of Chinese currency appreciation, Chinese leaders would likely 
consider not only the economic implications, but the domestic political repercussions of 
acquiescing to foreign threats or demands. From the leadership’s perspective, the worst 
possible outcome would be a policy concession that combined economic turmoil with a 
loss of face from crumbling in the face of Western pressure. 

6. Options for Action 

What, then, are the options for U.S. policy? To date, the past two administrations 
have pursued a strategy of quiet diplomacy with mixed success. As noted earlier, China 
did appreciate its currency by 20 percent from 2005-2008. Outside of that period, 
however, the RMB has remained fixed against the dollar. China has described the current 
peg as a temporary measure, but has not given a clear indieation of a timetable for 
change. 


Alternative approaches can be divided into unilateral and multilateral tacks. I base 
this classification not on the adjudicating authority in the case of a complaint, but on 
whether the United States is alone in pressing a case or whether it is joined by others. 


“ Chellaney, Brahma. “Japan-China: Nationalism on the Rise," Inlernalional Herald Tribune, 
August I S, 2006. The recent conflict with Japan followed a Japanese prime minister’s visit to a 
shrine for Japanese w ar dead. 

Wines, Michael. "China Blames U.S. for Strained Relations.” New York Times, March 7, 2010. 
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When the United States acts alone, it is most likely to trigger a negative political response 
from the Chinese government. 

Unilateral 

• Currency manipulation label . The Treasury will need to determine within a 
few weeks whether China has been manipulating its curreney. Whatever the 
legal considerations behind such a decision, there would be no immediate 
policy impact. Applying the pejorative label would make it more difficult 
politically for China to change its policies but would apply no additional 
economic pressure unless it were coupled with more substantial 
aecompanying measures. 

• Countervailable subsidy . Another prominent idea is to treat China’s 
currency undervaluation as a countervailable subsidy. While I am in no 
position to offer a legal analysis, there are three broad potential problems 
with such an approach. First, countervailing duty (CVD) eases are generally 
narrow in scope and slow to conclude. This limits the e.xtent to which they 
can have a significant economic impact during the current downturn. 

Second, it appears doubtful that this approach is consistent with WTO 
requirements. Gary Hutbauer, a Peterson Institute scholar and leading 
authority on these matters, has argued that eountervailable subsidies must 
feature a government finaneial contribution and must be specific rather than 
general. Broad exchange rate policies would seem to be general, rather than 
specific to an industry, and there is no precedent for considering such 
policies as a financial contribution.'* Finally, a succession of CVD deeisions 
would likely annoy China but would not seem to be of suffieient magnitude 
to outweigh the concerns mentioned earlier. 

• WTO case . A third idea would be to press a case against China under WTO 
Article XV. That article says, in part: “Contracting parties shall not, by 
exchange action, frustrate the intent of the provisions of this 
Agreement... If a WTO dispute settlement panel were to rule in favor of 
the United States in an Article XV complaint, the United States could be 
authorized to raise tariff barriers against China if the Chinese refused to 
change their practiees. There are two major problems with this approach. 
First, WTO dispute settlement cases can take years; thus, this would be 
unlikely to get results in the near term. Second, there are no precedents for 
interpreting Article XV nor is there any negotiating language or guidance 
that would help a dispute settlement panel distinguish between acceptable 
and unacceptable behavior. Nor is there much expertise within the WTO to 
render judgment on acceptable macroeconomic practices; Article XV 
generally suggests the WTO turn to the IMF on such matters. Thus, a panel 


■* “Gerard Optimistic WTO Will Uphold Currency Initiation on China,” Inside U.S.-China Trade, 
March 17, 2010. It has been proposed that currency manipulation be considered a de jure "export 
subsidy.” which would not require specificity. However, such prohibited export subsidies, under 
WTO rules, must be "contingent. . . upon export performance," whereas the Chinese exchange 
rate is available to everyone trading on the current account. 

” General Agreement on Tariffs and Trade. Article XV: Exchange Arrangements, Para. 4. 
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would either decide against the United States, or it would have to engage in 
creative elaboration of vague principles. Despite the fact that the U.S. 
government has long inveighed against such overreach by panels, this 
strategy would require it. 

• Unilateral tariff . The boldest unilateral action would be the sort of across- 
the-board tariff recently advocated by Krugman and Bergsten. Compared to 
the other actions, this would impose the most immediate economic pain on 
China, but it would also ma.ximize the likelihood of a strong nationalist 
backlash from China that would preclude Chinese compliance with U.S. 
demands. By blatantly violating U.S. commitments under the WTO, a 
unilateral tariff would do lasting damage to the rules-based multilateral 
economic system. The United States would be setting the precedent that 
countries should act whenever they object to trading partner’s practices, 
without regard to agreements and rules. This could be disastrous for a U.S. 
economy that is integrated into the world economy and that aspires to grow 
by doubling exports in the next five years. Nor should one expect that the 
breakdown in cooperation and relations would be limited to the narrow 
confines of trade relations and currency. 

Advocates of this approach have set aside the.se long-term consequences and 
argued that a high tarifi' could achieve U.S. short-term goals whether or not 
China complies. This is highly dubious. Such a bilateral measure could be 
readily circumvented by a reordering of world trade flows, effectively 
reversing the shift in trade patterns that accompanied China’s recent rise. 

For many of the low-cost goods that China produces, its chief competitors 
are not U.S. firms but other developing nations. Even if the United States 
were to enter lines of business from which China had been excluded, such 
adjustment takes time. Thus, there arc few likely short-term benefits to 
offset the staggering long-term costs . 

Multilateral approaches 

Each unilateral approach is marred by the inescapable bilateral tension that would 
accompany it and by the difficulty of setting global rules without a broader consensus, 
particularly in the absence of clear technical answers. Multilateral approaches avoid both 
these diftlculties. In their stead, they present the difficulty of coordinated action, which 
can be slow and unwieldy. 

• Currency agreement under the WTO . The economists Aaditya Mattoo and 
Arvind Subramanian have argued for new and clearer currency behavior 
rules under the WTO.^° The appeals of WTO jurisdiction are the obvious 
link to trade and the potential for more efi'ective enforcement through trade 
retaliation. Mattoo and Subramanian acknowledge the limited competence 
of the WTO secretariat in such matters, but argue that it could work in close 
collaboration with the IMF. There are serious obstacles to adopting such 


Manoo, Aaditya and Arvind Subramanian, “’’Currency Undervaluation and Sovereign Wealth 
Funds: A New Role for the World Trade Organization," Peterson Institute Working Paper WP 
08-2, January 2008. 
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WTO rule changes in the near future, however. The most obvious vehicle 
for adopting such changes, the Doha Development Agenda, is stalled. The 
Obama administration does not even have trade negotiating authority to 
assure trading partners that it could meet its trade promises. Further, whether 
the change was proposed as part of the Doha talks or separately, it would 
need to win consensus support by WTO members, including China. 

• Firmer action by the IMF . As noted earlier, the Managing Director of the 
IMF has stated the Fund’s view that the renminbi is undervalued. This is 
clearly a topic on which the IMF has great expertise and its Articles of 
Agreement assign it a role in engaging with member countries to right such 
wrongs. The difficulty is that the IMF’s power to compel action on the part 
of a member is generally limited to attaching conditions to loans. This has 
effect only when a country is seeking to borrow and has no relevance when 
a country like China engages in excessive lending. Setting aside 
enforcement problems, the IMF would be the appropriate institution under 
which to establish new norms for international financial behavior, if 
agreement on those norms could be reached. 

• Explicit norms set bv like-minded countries . If agreement on new norms 
could not be reached under the auspices of the IMF, an alternative would be 
to push for an agreement on principles through a grouping such as the G7.^' 
That group and its heads-of-state successor the G8 (including Russia) have 
fallen to the wayside as international economic diplomacy has turned to 
more inclusive fora, particularly the G20. While the G20 offers enhanced 
legitimacy by including countries like Brazil, China, and India, it necessarily 
makes consensus more difficult to achieve. The return to a smaller grouping 
could facilitate consensus and action. 

None of the multilateral approaches offer a quick or easy course of action. They do, 
however, offer the possibility of a carefully-developed set of rules for international 
financial behavior that could govern the international economy for years to come. 

Further, by avoiding the antagonisms of bilateral conflict, a multilateral approach could 
make it politically easier for China to accede to the new rules. 

7. Conclusion 

In the midst of a severe economic downturn and high unemployment, it is dilTicult 
to focus on the long-term repercussions of U.S. actions, but for the issue at hand it is 
essential. It has been a long-standing goal of the United Stales for China to join 
international institutions, to follow their rules, and to help share responsibility for 
ensuring that the global economic system works well. In its currency practices, China has 
not been meeting that responsibility. 

The United States, in its response, faces a choice of whether to strengthen 
multilateral institutions or to risk tearing them apart. The latter option could destroy a 
system that administrations dating back to Franklin Roosevelt have worked to build, a 
system on which future U.S. prosperity will depend. 


’’ The United States, the United Kingdom, Canada, France, Germany, Italy, and Japan. 
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Nor is this really a choice between short-temi benefits and long-term costs. As I 
have described, it is hard to discern a feasible action that China might take that would 
significantly improve U.S, employment and output in the short run. It is even harder to 
imagine a scenario in which China would adopt such a policy under the threat of U.S. 
punishment. 

A first precept in crafting a response should be to do no harm to U.S. interests. 
Many of the policies currently under discussion would, in fact, be harmful. Other polieies 
that stand a reasonable chance of doing good are likely to take a frustrating amount of 
time. We would be wise to show patience and pursue an approach that relies upon 
multilateral diplomacy. 

I commend the committee for its attention to this important issue and 1 very much 
appreciate the opportunity to share these views. 
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Chairman LEVIN. Thank you to each of you for very stimulating 
testimony. I had my crack at the beginning and we have an hour, 
perhaps an hour and a half. Let me go right to Mr. Rangel and 
then Mr. Merger, and we will go down the line. 
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Mr. Rangel. 

Mr. RANGEL. Thank you, Mr. Chairman. Let me thank this 
panel. At the end of my short questions, I will he asking you what 
do you suggest that the Congress of the United States do. 

There is no one here that doubts China is a manipulator. There 
is one here that doubts it has had an economic impact on the 
United States of America. 

Is there anyone here who truly believes that the United States 
and the Secretary of Treasury is prepared on April 15 to declare 
China a manipulator? Do you think they will be doing it? Do you 
believe that the United States really has provided the leadership 
to encourage other countries to join in this multinational effort? 

Lastly, and I want Dr. Bergsten to respond, I get the impression 
that we are playing good cop and bad cop. Our constituents, our 
business people, get frustrated. They come to us. We have to put 
some control over China’s manipulation of currency. We get ex- 
cited. We want to respond and we do, and then Treasury goes to 
China and we could write the press release before they leave. 
China is making an effort, we have to do this in a multinational 
way, they are very sensitive to American needs. 

At the same time, nothing really happens. My biggest concern is 
we cannot explain to the unemployed people of America why their 
dreams are shattered. We cannot explain how they lost their 
homes, their savings, tuition for their kids. It is tragic. 

It is not an economist or historian problem. It is really a threat 
to the national security and the hopes and dreams of Americans to 
be working. 

My question, as I said earlier. Dr. Bergsten, and I direct it to you 
because we can get a handle on you — if you are right, we will 
thank you, and if you are wrong, we know where to find you. You 
have been with us over all these years. 

What would be your direction to the Congress without causing a 
big conflict with our State Department or Treasury in terms of 
what we should be doing? What is our obligation in terms of send- 
ing a message to the People’s Republic of China? 

Mr. BERGSTEN. My answer to your first premise is that the ad- 
ministration has not followed the law of the land, and you and the 
Congress have not really held their feet to the fire either. 

Under the Trade Act of 1988, the Treasury is supposed to label 
a manipulator, but the Congress is supposed to monitor them very 
closely. You are given the authority, and I would say the responsi- 
bility, to bring the Secretary of Treasury before you if he does not 
do what you think he should, hold his feet to the fire, ask him why 
he has not carried out the law of the land, and put substantial 
pressure on him to do so. 

I actually think there is a reasonable chance this time that the 
Treasury will designate China as a manipulator. 

The economic situation has changed. The U.S. is still facing high 
unemployment, but we are now sufficiently out of the crisis that an 
effort with the Chinese would not be viewed as wrecking the world 
economy or even the markets. I think people understand and actu- 
ally expect the United States to pursue such an initiative. 
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The fact that the Treasury has never been willing to designate 
China has in my view totally undermined its ability to engineer a 
multilateral strategy. 

I think you are quite right, Mr. Rangel and Chairman Levin as 
well, to be cautious for the reasons Niall Ferguson said. You do not 
want to launch a trade war, but as I said, it is the Chinese who 
are being protectionist here. If we can fashion a sensible strategy, 
it would be anti-protectionist. 

Between now and April 15, I hope you will strongly urge the 
Treasury to designate the Chinese and the other four Asian coun- 
tries I mentioned but also simultaneously, and based on the prom- 
ise they are going to do that, go to their allies, the Europeans, 
some of the other emerging markets, and many developing coun- 
tries. We have all made the point that as badly as the U.S. is hurt 
by Chinese misalignment, other countries are hurt worse. 

This is a set up for a multilateral alignment. I mentioned the 
earlier cases, 1971 and 1985. Then it was the U.S. versus the 
world. The U.S. had a big deficit. The rest had a surplus. We want- 
ed everybody else to revalue. 

Now, it is different. It should be the world against China. We 
should be able to mobilize a coalition of not just the willing but of 
almost everybody to join in the IMF and in the WTO to bring mul- 
tilateral pressure to bear, and if that happens, the Chinese cannot 
ignore or resist it. 

If it becomes multilateral as it should and can be, I believe that 
changes the whole game. I do not believe we can launch that multi- 
lateral initiative unless we are willing to follow the law of the land, 
call a spade a spade, stand up ourselves, and then on that basis, 
go to the potential allies and mobilize the multilateral approach. 

Chairman LEVIN. That is a good place for a period. 

Mr. RANGEL. Thank you. 

Chairman LEVIN. The latest information is we may vote as early 
as 11:45. Let me go down the list. Sometimes we go to the Sub- 
committee chairs. Sometimes we just go down seniority. I think we 
will reach both. 

Mr. Brady, I think you have agreed to go after Mr. Merger, and 
Mr. Tanner, I think we will get to you. Is it all right if you wait 
your turn or do you want to go now? 

Mr. TANNER. That is fine. 

Chairman LEVIN. Next, Mr. Merger. Let’s try to do it in three 
minutes. That way, almost all of us will have a chance. Then we 
are going to have a number of votes. If you could try, Mr. Merger, 
in three minutes. That means the four of you, if asked, will have 
to answer briefly. 

Mr. Merger. 

Mr. MERGER. Thank you, Mr. Chairman. 

Dr. Levy, there are a number of questions about whether an ap- 
preciation of the RMB would reduce U.S. trade deficits with China. 
During the Bush Administration, China allowed the RMB to appre- 
ciate by about 20 percent; is that correct? 

Mr. LEVY. Yes, sir. 

Mr. MERGER. Yet, China’s bilateral trade deficit during that 
time increased from about $202 billion in 2005 to about $266 bil- 
lion in 2008. Given this record, what do you think are the other 



58 


factors that are impacting this trade imbalance and do you believe 
the exchange rate issue is the most pressing commercial issue be- 
tween the United States and China? 

Mr. LEVY. Thank you for the question. I think you are entirely 
correct to suggest there are a number of factors that affect bilateral 
deficits. It is one reason economists frequently shy away from 
them, although obviously they are at the center of a lot of the polit- 
ical debate. 

What we have seen in trade flows with Asia is that while China’s 
share of U.S. imports has skyrocketed, the share of Asian coun- 
tries, including China, in U.S. imports has held fairly constant over 
an extended period of time. 

It encompasses not only the overall trade balances, which are 
what economists prefer to focus on, but also the shifting of trade 
flows within. This has the implication that we cannot be guaran- 
teed that a change in the exchange rate would necessarily lead to 
an improvement in the bilateral balance, and as you suggest, that 
is not what we have seen in recent experience. 

On the other question that you posed, is this the most important 
factor, I would argue it is not. As I believe Chairman Levin said, 
there are a whole range of Chinese practices that go into stifling 
consumption and determine the overall outcome of Chinese policy. 

I think it would be strongly in the U.S. interest to focus on, for 
example, Chinese financial practices with directed credit, which 
can directly disadvantage U.S. competing firms. 

I think some of these are less sensitive issues where we might 
have greater results. 

Mr. MERGER. We have a number of issues here. It is not just 
this is placing all our apples into one basket here on this RMB. 
There are big associated problems that we have with China that 
we would be well to place our emphasis on as well, not just RMB. 

Mr. LEVY. Absolutely. Eixing the one problem does not nec- 
essarily fix the situation. 

Mr. MERGER. Thank you, Mr. Chairman. 

Chairman LEVIN. Mr. McDermott. 

Mr. MCDERMOTT. Thank you, Mr. Chairman. 

I represent the city that is the closest to China. It was the city 
where the first ship came in with goods after the 1977 changes. 
People are deeply involved in my area on this whole question of 
China. 

I am a doctor and I believe in above all things, do no harm. The 
question that is going to come at me in a community meeting is 
going to be if we force the Chinese to revalue the renminbi, what 
happens to us and what happens to them. We know there is a real 
estate bubble in China. We know there is a lot going on over there. 
We know our own problems. 

Tell me how I answer my constituents in non-economic terms or 
economic garble. 

Mr. PRESTOWITZ. I think that is fairly straightforward. Right 
now, several people have used the term that we do not want to 
“launch a trade war.” We are in a trade war in a sense, as Mr. 
Bergsten pointed out. 

China has taken strongly protectionist measures. Those are dis- 
torting trade and distorting the global economy and causing dam- 
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age to our economy, to your constituents, they are reducing wages, 
they are reducing johs here and in many other countries. 

In a way, as I said, we are kind of in a trade war, and I agree 
with Dr. Levy, just changing the value of the RMB is not going to 
solve all these problems. It may not he a sufficient condition but 
it is a necessary condition to achieve the kind of shift that we 
want, and if it happens, it will have the tendency to create more 
jobs and higher wages for your constituents. 

Mr. BERGSTEN. Two points to answer your constituents. One, 
if they revalue, it is going to improve the U.S. competitive position 
and we are going to sell more goods through the Port of Seattle to 
China. That is straightforward and clear. 

Two, if they let the currency strengthen in value, it will help 
hold down inflation pressures in China. That is one of the main 
reasons they should do it now; they are worried about rising infla- 
tion. They are taking domestic steps against it. A rise in the value 
of their currency would help very much in that direction, and it 
would help head off property bubbles. 

It is win/win. I agree with what several people said. Revaluation 
of their currency is very much in China’s own interest, particularly 
right now. They are leading the world recovery and are worried 
about inflation coming back. They can have a much more sustained 
expansion if they include currency appreciation as part of an over- 
all re-balancing of their strategy. 

Mr. MCDERMOTT. If it is in their best interest, why have they 
not done it? 

Mr. FERGUSON. If I could answer that question, I think “do no 
harm” is a very good maxim, and I think we are perhaps in danger 
of underestimating the down side risks here off a Chinese revalu- 
ation. 

Their economy already has bubble like characteristics, and they 
are walking a very fine line between cooling it down and causing 
a major crisis in their own financial system. 

We must be very careful that we do not have to say to your con- 
stituents oh, we thought it would help U.S. unemployment but we 
kind of overlooked the possibility that it would tip China into a se- 
rious slow down or you might find yourself having to say to them 
we thought it would really help but we kind of overlooked the fact 
that the Chinese would stop buying a billion dollars of U.S. de- 
nominated securities every day and our long term interest rates 
went up and so did your mortgage rates. 

We kind of thought it would help if the dollar weakened slightly, 
but we did not realize it would weaken by so much and bring back 
the specter of stagflation. 

There are a lot of things that can go wrong in a global economy 
as complex as the one we have today. 

Back in the 1970s, which Fred Bergsten was talking about ear- 
lier, it was possible for the United States to say to the rest of the 
world, as John Connolly famously did, our currency, your problem. 

Right now, the Chinese are in a position to say that to us. That 
is kind of what they are saying. The reason they are not simply 
doing what we would like them to do is they have good reason to 
be cautious about what could go wrong in their economy. 
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If something goes wrong in China right now, it is very bad news 
not only for the U.S. but for the whole world because China is now 
the engine of growth. 

Mr. MCDERMOTT. Thank you. 

Chairman LEVIN. Mr. Brady. 

Mr. BRADY. Thank you very much. Mr. Chairman, I would like 
to ask unanimous consent to submit a statement for the record. 
Chairman LEVIN. Without objection. 

[The prepared statement for Mr. Brady follows:] 

COMMITTEE ON WAYS & MEANS 
FULL COMMITTEE HEARING ON CHINA CURRENCY 

STATEMENT OF CONGRESSMAN KEVIN BRADY 
Ranking Member, Ways and Means Trade Subcommittee 

March 24. 2010 

The topic of discussion today has long been an issue that causes blood 
pressure to rise among many Members of Congress. We are all concerned 
that China, a major trading partner, is leveraging an unfair advantage over 
American businesses through use of an artificially low currency. To be 
blunt, no one likes an unfair playing field, especially when it’s tilted against 
American families. For that reason, Mr. Chairman, I commend you for 
holding this hearing to examine whether such practices harm American 
competitiveness and to look at the most appropriate response to such acts. 

The global economic downturn has hurt workers all over the world. It is 
important to recognize that international trade will be a vital tool for 
attaining a sustainable economic recovery and for creating jobs everywhere. 

Our experience at home confirms the benefits to our workers when we 
expand our exports. 

1 firmly believe that our trading partners need to play by the rules. I also 
firmly believe that if we expect this of our trading partners, the United States 
has a duty to lead responsibly and uphold our WTO obligations. Therefore, 

1 am very concerned about some proposals to unilaterally impose new duties 
on imports from China, either outright or through questionable expansion of 
our trade remedy laws. These duties could well run afoul of our WTO 
obligations, which could expose our exporters and our workers to retaliation. 

In addition, they could raise prices here and cause inflation, so we must 
consider the broader impact on our economy and the worldwide economy. 

Mr. Chairman, 1 look forward to working with you and the rest of my 
colleagues on a bipartisan basis as we continue our work on this important 
issue. 


Mr. BRADY. Thank you for holding this hearing, very important. 
I think it is critical that on this issue America and Congress espe- 
cially wield a scalpel, not a sledge hammer, in addressing it, to 
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make sure the repercussions do not damage our consumers or our 
businesses. 

I do think along with this issue there are other issues, such as 
intellectual property rights, the directed credit and the government 
procurement that are also concerns in this re-balance of trade. 

I am skeptical that levying a 25 percent tax on American con- 
sumers, raising prices, limiting their choices, will be either fair or 
effective in reducing our trade deficit with China, because China 
imports so many of its components and inputs, assembles and 
sends out, appreciating the RMB simply reduces the cost of their 
inputs, I think it offsets the impact on that final product. 

Also, I wish I knew more about the products that the U.S. And 
China exchange with each other. I do not think there is a direct 
match up, to try to achieve a 25 percent reduction that Dr. 
Bergsten talked about, I would be interested from any of the panel- 
ists about how we match up in those products and services, so we 
can see where we would gain from that. I am very interested in 
that. 

Dr. Levy, on the issue of a new tax, a new duty on imports from 
China, there is debate about how effective that would be at the 
WTO level. If we impose a new duty that does violate our WTO 
commitments, does that help or hurt our ability long or short term 
to get China to live up to its commitments? 

Mr. LEVY. Thank you. I think it would seriously hurt our ability 
to get China to live up to its commitments. China has to date been 
fairly responsive to the findings of WTO dispute settlement panels, 
and if we were to demonstrate that one should simply not do that 
when one feels one has stronger concerns, we would be very un- 
likely to see more compliance. 

Mr. BRADY. Thank you. Dr. Levy. Dr. Bergsten, I am a big fan 
of yours, continue to be, not sure about the 25 percent duty. 

You make the point there are a couple of options on the multi- 
national, but which one do you think stands the greatest chance of 
success? 

Mr. BERGSTEN. Just to be clear, I did not propose a 25 percent 
duty. I was trying to get a currency realignment of 25 percent. 

Mr. BRADY. Okay. Thank you. We are in good shape. Thank 
you. 

Mr. BERGSTEN. Just to be clear. 

Chairman LEVIN. Which do you prefer? 

Mr. BERGSTEN. We don’t have to choose. We go to the IMF and 
to the WTO simultaneously. The point Phil Levy just made is cor- 
rect. We want to go through the WTO rules, as you said. There is 
a clear provision. Article 15 of the WTO, that proscribes the kind 
of practices that China is now carrying out. 

Would it be effective to take a case? Would we win the case? It 
has never been tried. We don’t know. I am not optimistic we would 
win the case in a legal sense. But using it to multilateralize the 
issue and publicize, name, and shame the Chinese for causing the 
problem ought to be part of our strategy. 

Mr. BRADY. Great. Thank you. 

Chairman LEVIN. Mr. Lewis. 
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Mr. LEWIS. Thank you, Mr. Chairman. Thank you, Mr. Chair- 
man, for holding this hearing. Thank you for being members of this 
panel. 

When we travel to the rest of the world, we hear people referring 
to China as using checkbook diplomacy. Dr. Ferguson and I think 
one or the other of you used a saying “you should call a spade a 
spade.” How can we — and what can we do to send China the 
strongest possible message? 

Mr. FERGUSON. Can I suggest that not only should China be 
branded a currency manipulator, but the United States should seek 
the G20 to consider the issue of currency alignments. I am not con- 
vinced the IMF or the WTO routes will deliver. 

But in the G20, there are many other countries represented that 
are losing out from China’s policy. The more unilateral U.S. action 
is, the less effective it will be. If the U.S. acts in concert with other 
countries, including other emerging markets, who, as I have said, 
would be the principal beneficiaries of renminbi revaluation, then 
I think we stand a much better chance of success. 

Chairman LEVIN. Dr. Ferguson, do you think Japan is sharing 
lessons learned with China? 

Mr. FERGUSON. Well, the Japanese experience is one that the 
Chinese are very anxious to avoid. One of the arguments of the 
book that I mentioned, “Currency Wars,” is that the United States 
used currency policy to push Japan into recession and prevent Ja- 
pan’s bid for economic parity. 

The Chinese have learnt the lesson that if they are not careful, 
they will be put in that position, too, where currency appreciation 
will ultimately shift their economy into the situation that Japan’s 
was in in the 1990s, that is, to have a lost decade or now two dec- 
ades. 

I think that is one reason the Chinese are so reluctant to be seen 
to move. We had leverage over the West Germans and we had le- 
verage over the Japanese that we don’t have over the Chinese. 
After all, we had troops on the former losers of World War IPs soil. 
This is not the situation with respect to China, and the Chinese 
look at the Japanese experience as one that they would very much 
like to avoid. 

Mr. LEWIS. Thank you, Mr. Chairman. 

Chairman LEVIN. Mr. Ryan. 

Mr. RYAN. Thank you. Chairman. 

Two questions. Dr. Ferguson, this is the first time I have met 
you. I have been reading your stuff lately. Walk us through — this 
is slightly off-topic, but walk us through the debt trajectory we are 
on, what that means for our currency, and how that is going to im- 
pact just the future sustainability of our system in one and a half 
minutes, if you could. And then I want to ask Fred a question. 

Mr. FERGUSON. Well, there are two trajectories that the Con- 
gressional Budget Office says we could follow, one in which current 
law stays as it is and the debt to GDP ratio rises towards 300 per- 
cent of GDP, and one in which you ladies and gentlemen behave 
in the way that you traditionally do, in which case the debt GDP 
ratio rises above 700 percent. Now, that is not going to happen be- 
cause that is an impossible number. 
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The United States is in a fiscally unsustainable position. Justi- 
fying this on the basis of Keynesianism is a fraud on the public be- 
cause it conceals the fact that there is a structural crisis of public 
finance. This is of crucial importance to our discussion here be- 
cause the Chinese have acted as a support for U.S. bond prices for 
some years now through their interventions. 

The big question which we have to ask ourselves is: Are they 
going to stop doing that? And would they be willing to take a hit 
on their large holdings of U.S. dollar-denominated bonds in order 
to teach us a geopolitical lesson? 

I believe this regime in Beijing is well capable of doing that when 
it feels the time is right. So I think, Congressman, you are very 
right to raise this issue. It is our fiscal improvidence that makes 
us vulnerable geopolitically as well as economically, and we would 
be much better advised to address the unsustainable fiscal position 
than to worry about the renminbi/dollar exchange rate. 

Mr. RYAN. That is 

Mr. PRESTOWITZ. Could I just add, though, that I agree with 
what Dr. Ferguson says. But there is this point that in the global 
economy, there is one major consumer of last resort. That is us. So 
if we are going to get our fiscal house under control and increase 
our savings and become a more fiscally stable economy, we need 
China and some of the other 

Mr. RYAN. Right. I want to get Fred a question. 

Mr. PRESTOWITZ [continuing]. Economies to play the game 
with us. 

Mr. RYAN. Fred, okay, your projections on jobs from revalu- 
ation — I am curious. So are you basically saying that a one-dollar 
drop in our current account deficit necessarily translates into a 
one-dollar increase in our exports, and then you translate the ex- 
port to jobs? 

How is that a one-for-one replacement? I am not sure how that 
number adds up, necessarily the linkage between if the current ac- 
count deficit goes down by a buck, it is going to necessarily trans- 
late into a dollar increase in exports. 

Mr. BERGSTEN. Technically it is an increase in net exports. 
And some of it would be on the import side, although for various 
technical reasons, most of the gain from currency realignments ac- 
tually does come on the export side. 

But since we think there is a roughly equivalent number of jobs 
per billion dollars on the import-substituting side as on the export- 
ing side, it works out about the same in terms of your job calcula- 
tions. 

The number that the government is now using — the Secretary of 
Commerce has put it out; the President has used it — is quite con- 
servative, I think, about 6,000 jobs per billion dollars of exports. 
That is an average across the whole economy, but I think it is a 
fair one to use. 

Mr. RYAN. All right. Thanks. 

Mr. RANGEL. [Presiding.] The gentleman from Georgia, Mr. 
Tanner, is recognized for five minutes. Tennessee. 

Mr. TANNER. Some people think it is all the same. 

Mr. RANGEL. How soon we forget. 
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Mr. TANNER. Thank you. I will be humanely brief, Mr. Chair- 
man, because you covered a couple of the questions that I had. 

To the panel: Thank you very much. Very enlightening and very 
informative. There was an article in the Wall Street Journal this 
morning about China expecting their first trade deficit in six years 
or so. Would you give us your interpretation of how that will affect 
the current issue under discussion here? Thank you. 

Mr. FERGUSON. If I might go first. 

First, this will give the Chinese a political advantage in their ne- 
gotiations with us, and they will point to this as evidence that 
there is no need for significant revaluation. 

Secondly, I think they will probably introduce some minimal re- 
valuation just to fob us off. 

The third point, which is really important, is that it tells us how 
China operates as an engine of growth in the wake of its very suc- 
cessful stimulus program. Yes, China has been growing very rap- 
idly indeed despite the near-Great Depression in the western 
world. 

But it is very interesting to look at who have been the bene- 
ficiaries of China’s increased imports because this is not a story of 
reduced exports; China’s exports are at an all-time high. It is a 
story of massively increased imports. 

Unfortunately, it is not the United States that has been increas- 
ing its exports to China. It has been other Asian countries that 
have been the main beneficiaries — which, incidentally, gives China 
some real geopolitical leverage in that region. It is now clearly the 
engine of growth in Asia Pacific, and we are not. 

Mr. BERGSTEN. The simple answer is the number is an aber- 
rant. It is because there were holidays in China during the Feb- 
ruary period due to Chinese New Year and such. There were a lot 
of days when work was not being done, moreso than in previous 
years because of the irregularities of the calendar. So I don’t think 
it is to be taken seriously. 

They will use it, as Dr. Ferguson said. But I don’t think we 
should be put off by that. I mentioned in my testimony that the 
IMF has now done a five-year projection of where Chinese trade is 
likely to go. And their projection, certainly not biased against the 
Chinese, is that the surplus is likely to again rise from this year 
forward and out to 2014; goes back to about 8 percent of the Chi- 
nese economy, something like $600 billion; and would, by IMF’s 
judgment, exceed the whole global U.S. current account deficit at 
that point. So on that metric, the Chinese trade problem is getting 
worse, not better. 

Mr. PRESTOWITZ. One other point. We focus a lot on the deficit. 
But, you know, bilateral deficits are not the whole point of the sub- 
ject. 

Mr. BERGSTEN. No. I never mentioned bilateral deficits. 

Mr. PRESTOWITZ. I am not criticizing you, Fred. But the point 
I want to make is that if we had a trade surplus with China, this 
would still be a problem. The real issue here is distortion of trade. 
Let me give you an example. 

Applied Materials recently was in the newspapers: Major Amer- 
ican company, leader in production of high technology, high capital- 
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intensive semiconductor manufacturing equipment, moving signifi- 
cant production to China. 

Now, if you look at the thing in terms of comparative advantage, 
the kind of products that Applied Materials makes are products in 
which the United States has a comparative advantage. Therefore, 
you would expect, under normal market conditions, we would ex- 
port those. 

But Applied Materials is moving that production to China. That 
would a problem even if we had a trade surplus with China be- 
cause it would be distorting our trade and reducing our competi- 
tiveness. 

Chairman LEVIN. [Presiding.] Thank you. 

Mr. Nunes. 

Mr. NUNES. Thank you, Mr. Chairman. 

Dr. Eerguson, I am going to give you all of my three minutes, or 
what is remaining after I ask my question here. But you men- 
tioned, in the early 1930s, steps that the Congress at that time 
took to take action on unemployment and joblessness. 

Do you see similar policies occurring now by the Congress? And 
also, do you see this potential trade war or currency war with 
China as contributing more to, you know, increased joblessness as 
we move forward? And I apologize, but we are giving you all the 
time that I have because I know that is a long — ^you could go on 
for 20 minutes on this. But thank you. 

Mr. EERGUSON. I will be more brief than that. Congressman. 
I think there is a serious danger that we overlook the parallels that 
still exist between our situation and that of the early 1930s. This 
is much more like the early 1930s than anything we have lived 
through. 

And one of the common mistakes I encounter time and again in 
the United States and in Europe is that people look back to the 
1970s or the 1980s or the 1990s because they simply didn’t experi- 
ence the Great Depression. 

The Great Depression had two legs to it. There was a moment, 
in early 1931, when it looked as if it might be okay. And then there 
was another leg down owing to a financial crisis, interestingly, in 
Europe, the famous Creditanstalt Bank failure of 1931. 

I don’t think we are entirely out of the woods in the sense that 
we could have another leg down in our near-depression or Great 
Recession. Whether you look at the possibility of retaliatory tariffs, 
which are implicit in the bill that is now, I believe, before the Sen- 
ate, or whether you look at the more serious problem of currency 
wars, there is a danger that uncoordinated policy action, unilateral 
moves by countries — not only the United States but also European 
countries — could damage international financial confidence just as 
it is beginning to recover. 

And that is my great concern about this discussion. There is no 
question that China is a currency manipulator. But, one, we should 
not go around blaming China for all the unemployment that we 
have seen increase in the last two or three years. I think that 
would be a highly irresponsible and rather insincere way of han- 
dling this problem. And two, we must be aware of the law of unin- 
tended consequences. 
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Talking about a trade war, pushing the Chinese into currency re- 
valuation, in this fragile global economy runs the risk, in fact, of 
killing off the recovery that we are just beginning to detect and set- 
ting off a chain of competitive devaluations. 

In the world of fiat money that we entered after 1971, not all 
currencies can simultaneously weaken. But the way that I begin to 
look at governments around the world talking, they all seem to 
want that same thing. And that is a very dangerous situation, in 
my view. Thank you. 

Mr. NUNES. Thank you. 

Mr. BERGSTEN. Could I add just one point? And it is really im- 
portant. 

Mr. NUNES. I control the time. 

Mr. BERGSTEN. I am sorry. 

Mr. NUNES. For now. Go ahead. 

Mr. BERGSTEN. Well, it is almost a question to Dr. Ferguson. 
I couldn’t share more his concern about currency wars and competi- 
tive undervaluation. But here is the question: What is the lesson 
of the 1930s applied to today? 

China is competitively undervaluing. And, as I mentioned, a 
number of Asian countries have already emulated them and are 
undervaluing as well so they won’t lose competitive position 
against China. Other countries, particularly emerging markets, are 
tempted to do the same thing, build up big war chests of reserves, 
follow neo-mercantilist policies. 

So the question is: What is the lesson of the 1930s? Is it better 
to let China and the others who are now following the competitive 
devaluation policies that we rightly say made things much worse 
in the 1930s stand or to take action against it before it spreads 
even further, and more and more countries join the parade, and we 
look back 30 years later and say China began a competitive devalu- 
ation race the same way the Americans did Smoot-Hawley in the 
1930s, and it brought back the Great Depression? 

Chairman LEVIN. Okay. 

Mr. FERGUSON. May I answer, Mr. Chairman, very briefly? 

Chairman LEVIN. In 15 seconds. 

Mr. FERGUSON. Fifteen seconds? The lesson is that competitive 
devaluation can be the prelude to a geopolitical crisis. That is the 
real lesson of the 1930s. Get this stuff wrong and you end up with 
more than just a trade war on your hands. 

Chairman LEVIN. All right. It is good to have some back-and- 
forth, but we do have these time limits. 

Mr. Becerra, you are next. 

Mr. BECERRA. Thank you, Mr. Chairman. 

Gentlemen, thank you for your testimony. To be brief, let me just 
keep it to one question and preface it with a quick comment. 

You always see this happening when someone has been the big 
kid on the block for ages. All of a sudden some upstart comes 
around. You don’t pay much attention to him. He looks too small. 
He seems to keep up with you a little bit here and there, but you 
can always somehow outrun him, outdo him, beat him up. 

All of a sudden the little kid starts to grow up and starts to catch 
up. Sometimes you get a little complacent, and to some degree, 
with our years and years of running deficits, years and years of 
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having the opportunity to borrow wherever we wanted, years and 
years of having our industries feel that they were always number 
one, we are still the most innovative place in the world — sometimes 
you can’t blame people for closing their eyes, sitting on the couch, 
watching TV a little bit too much. 

I think what is happening is the rest of the world is catching up. 
And China has done a very good job of figuring out how to do this, 
and they are a little bit more patient than most. They have been 
around ten times longer than we have as a developed society, and 
they figure in the last 20, 30 years, they have done a lot. 

But that is just a blink of an eye for them. And they are very 
patient and willing to wait another 40, 50 years before they over- 
take us, if they think that is what it will take. So I think all we 
are saying — we are pontificating here. We have got to get up, start 
doing some exercise, stretching, and recognizing that the rest of the 
world is catching up to us. 

But my question is this: Another part of the world that has, I 
think, developed a little bit of flab in the midsection is Europe. Eu- 
ropeans are very developed, like us. We are the first world portion 
of the globe. 

Give me your quick comment on how you think the Europeans 
are handling China, and how we can work with the Europeans to 
make sure that we work off some of that midsection to keep up 
with those upstarts that are catching up to us. 

Mr. FERGUSON. Well, the 

Mr. PRESTOWITZ. The good thing, I think the Europeans are 
actually handling China better than we are, particularly if you look 
at Germany. Germany has a trade surplus with China. And until 
recently, Germany had the biggest — was the biggest trading — ex- 
porting country in the world. 

And while Europe does have its problems, and clearly the Greek 
financial crisis is causing very serious concern about the Euro, and 
you have kind of a two-speed Europe with Germany and the north- 
ern countries doing not so badly and the southern countries doing 
poorly — ^but with regard to China, actually what is interesting to 
me is that Europe, and particularly Germany, with strong currency 
and very high wages, have been able to compete with China. 

And I think that is something that we should take very seriously 
because it does indicate that there are other elements in this puz- 
zle besides the currency. And they have to do with wage and price 
discipline. They have to do with coordination between government, 
labor, and industry. 

They have to do with investment incentives, with real strategies 
to maintain — for example, in Germany to maintain the engineer- 
ing, the medium- and small-sized high-tech engineering companies. 
Germany has a real competitiveness strategy, and so do some of 
the other European countries. We, I think, could learn from them. 

Mr. BECERRA. Thank you. Thank you, Mr. Chairman. 

Chairman LEVIN. I think, under our rules, Mr. Davis is next. 

Mr. DAVIS OF ILLINOIS. Thank you, Mr. Chairman. 

Chairman LEVIN. No, no. I am sorry. Mr. Davis from Kentucky. 
I am sorry. 

Mr. DAVIS OF KENTUCKY. The other Mr. Davis. 

Chairman LEVIN. No. Good try, Danny. I am sorry. 
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Mr. DAVIS OF KENTUCKY. I appreciate my colleague’s initia- 
tive and creativity. Thank you, Mr. Chairman. 

When I look at the interconnectedness of the relationships that 
we have developed with China, I am sometimes stunned at the 
complexity of the growth, rememhering, as an eighth grade stu- 
dent, watching President Nixon land in Beijing, and how far we 
have come. And those days, or my years in the military, the Mili- 
tary Academy. 

But coming to a conclusion, as I am entering old age, that some- 
times relationships between two great powers can be kind of like 
a marriage of an old couple. Rarely does forcefulness by one spouse 
or the other tend to produce the desired result. And I have a ques- 
tion for Dr. Levy that I would like you to comment on, and just use 
the balance of your time on this. 

In your opening statement, you mentioned about the quiet diplo- 
macy that had been undertaken in the last Administration. And I 
think, actually, that was building upon what had happened in the 
prior Administration. So it was, in a sense, a bipartisan view of 
trying to maintain this integrity of the American economy and bal- 
ancing each other’s interests. 

We saw a revaluing of the RMB by about 20 percent. I would like 
you, just for the context of us here who don’t live in your world, 
if you could simply articulate maybe an example or two of other 
things that relate to the success of that approach if we were to stop 
from an immediate response, and maybe take a ten-year approach 
or a generational approach to this relationship. 

Mr. LEVY. Well, thank you. Congressman. As you rightly point 
out, we did have some movement, and it did come from quiet diplo- 
macy. And there is a long tradition in U.S. diplomacy that reaches 
across both parties of trying to bring China — not only do this bilat- 
erally, but bring China into multilateral institutions and get China 
to agree and to take on burdens and responsibilities with the rules. 

One of the things that I think I can — helpfully comment upon is 
the extent to which — it would be misleading to talk about China as 
a country which is sort of enjoying unmitigated success and a care- 
free growth and path to world dominance. 

In fact, I think the Chinese had many, many concerns, and that 
was the subject of a lot of this diplomacy. So it was not simply that 
the U.S. was saying, please, please, please appreciate your cur- 
rency. It was dealing with questions, for example: If you have ex- 
porters who are used to a fixed exchange rate making contracts for 
delivery forward, what do you do when you don’t have forward ex- 
change markets? 

And it was these kind of things that our Treasury has worked 
with the Chinese to try and say, we can address those concerns. 
We can work together. There are very practical problems that come 
that one can address and gradually make progress and work con- 
structively. 

Mr. DAVIS OF KENTUCKY. Thank you. I yield back, Mr. Chair- 
man. 

Mr. DAVIS OF KENTUCKY. Mr. Doggett. 

Mr. DOGGETT. Thank you, Mr. Chairman. And thanks to each 
of you for your testimony. 
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Dr. Bergsten, you have outlined a very specific three- or four-step 
plan that you think we should take that involves vigorous congres- 
sional oversight action with hearings like we are taking today, but 
as I understand it, does not involve any legislative action, passing 
any new laws by the Congress. 

Is it your position that it would be a mistake for Congress to 
take any legislative action in this area? 

Mr. BERGSTEN. I would prefer to try the approach I have out- 
lined first because I think Congress can be a lot more activist, a 
lot more aggressive, and a lot more effective holding the adminis- 
tration’s feet to the fire than you have. 

If that doesn’t work, then you may have to legislate to try to get 
that kind of forceful action by the executive branch. It is feckless 
that the executive has not carried out the law when the manipula- 
tion is so obvious. 

Mr. DOGGETT. Thank you. Short answers: Do our other wit- 
nesses also agree that now is not the time for congressional legisla- 
tive action? 

Mr. PRESTOWITZ. Yes. I agree with that. But I would say one 
other thing. In addition to labeling China as a currency manipu- 
lator and pressuring Treasury to do that, I think also you in the 
Congress have special oversight over trade, and you have a special 
relationship with the Office of the U.S. Trade Representative. 

And as we have pointed out, China is not only in violation of ob- 
ligations in the IMF, but also possibly in the WTO as well. And so 
it might be worthwhile for the Congress to also have a chat with 
the Trade Rep about what action the Trade Rep might take in the 
WTO. 

Mr. DOGGETT. Dr. Levy, no legislation now? 

Mr. LEVY. Yes. I think there is nothing 

Mr. DOGGETT. And Dr. Ferguson, I believe that is your position 
also? 

Mr. FERGUSON. That is correct. 

Mr. DOGGETT. Let me ask you: Trying to look at it from the ef- 
fects on the Chinese economy which you have commented on. Dr. 
Ferguson, particularly, what would be the likely effect within 
China of, say, even a 10 or 15 percent revaluation now? 

Mr. FERGIJSON. I recently heard a presentation by a Chinese 
economist on this subject, which imagined a revaluation closer to 
25 percent. In that scenario, revaluation without significant 
changes to, for example, welfare policy designed to increase Chi- 
nese consumption would have a strongly negative effect on the Chi- 
nese GDP growth. 

And I took this presentation to be a pretty clear signal of what 
the regime in Beijing thinks. They regard revaluation alone as a 
very dangerous route to go down because it would hit their export 
industry so hard. 

Mr. DOGGETT. What do you believe will be the effect on the 
debt we already have with the Chinese and the debt we are likely 
to have in the future? 

Mr. FERGUSON. This is extremely hard to be sure about. Some 
data suggest that the Chinese have significantly reduced their pur- 
chases of U.S. Treasuries already in the sense that direct pur- 
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chases are way down. 2009 direct purchases were something like 
5 percent of new Treasury issuance. 

But they may be making purchases indirectly, and Dr. Bergsten 
and have corresponded on that question. It is very hard to know, 
in other words, quite how they will respond. But I want to revert 
to my earlier point. 

They have a lever that they can turn. It would cost them, no 
question. But they know that if they can gain some political advan- 
tage from turning that lever, it is there. And I don’t think we have 
an equivalent lever. 

Mr. BERGSTEN. Could I just respond to you 

Chairman LEVIN. Let’s go on because we are going to run out 
of time. And hopefully others will ask questions that give you a 
chance to respond. This is so important. 

Mr. Reichert, you are next. 

Mr. REICHERT. Thank you, Mr. Chairman. 

I want to focus on intellectual property rights real quick. It is 
clear that China has tolerated an unacceptably high rate of piracy 
across technologies. U.S. copyright industries estimate that 85 to 
95 percent of their members’ copyrighted works sold in China were 
pirated. Despite repeated promises by the Chinese to step up en- 
forcement, tMs problem persists and the dollar losses keep mount- 
ing to nearly 9 billion a year. 

If the exchange rate has the effect of lowering these costs, the 
costs of products, isn’t it true that, intensified by China’s theft of 
intellectual property in making these products at issue, will the ex- 
change rate solve — I am sorry — will the exchange rate solve the 
competitiveness concerns for America’s most innovative industries? 

And the last question: Shouldn’t the Administration press the 
Chinese on these issues just as hard as the currency issue? 

Mr. PRESTOWITZ. The exchange rate won’t have as big an im- 
pact on some of the leading edge industries as it might on more 
standard manufacturers or standard service providers. And so you 
are quite right. 

I think that the protection of intellectual property — and let me 
revert to my earlier point. The power of financial incentives — tax 
holidays, capital grants, free land, free infrastructure — that is ex- 
tremely powerful, particularly in capital-intensive, high-tech indus- 
tries. And some U.S. action on those fronts is extremely important. 

Again, let me underline my feeling that the U.S. government at 
the national level should put together some program to respond to 
the very aggressive financial incentives coming from not only 
China, but from many other parts of Asia and even Europe as well. 

Mr. REICHERT. Thank you. Dr. Ferguson, you have a comment 
on that? 

Mr. FERGUSON. No. It will have no effect. That is to say, ex- 
change rate revaluation will have no effect on the problem of intel- 
lectual piracy, which is rampant, I agree. And yes, we should be 
pressing just as hard on that issue, where it seems to me China 
must be in contravention of international obligations. 

Mr. REICHERT. Thank you, Mr. Chairman. 

Chairman LEVIN. Thank you. 

Mr. Kind. 
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Mr. KIND. Thank you, Mr. Chairman, and thank you for holding 
this very, very important hearing. I want to thank our witnesses 
for your testimony here today. 

Listen, I think we can all agree that the U.S./China relationship 
going forth in the 21st century is one of the most important for 
global economic stability and just for bilateral relations. 

And yet I think that if there is a message to the Chinese authori- 
ties and the Chinese people here today, it is that we recognize that 
the China today is not the China of 15 years ago, or 10, or even 
five years ago. And as they ascend as a true economic global power, 
and as a member of the WTO, that global power comes with global 
responsibility. 

And yet the patience is waning on our side. When you get more 
reports like the EPI briefing paper that recently came out about 
the job loss, given the current Chinese currency situation, and sen- 
ators like Senators Graham and Schumer citing this report, this 
becomes more and more politically toxic in our country. 

And that is why I think the message is we have got to continue 
to work with them to figure out how they can assume their true 
global responsibilities that they have right now. 

Dr. Levy and Dr. Ferguson, let me ask you, and if we have time, 
the others can respond. But it is not unprecedented for China to 
take some revaluation in their currency. From 2005 to 2008, they 
had about a 20 percent increase alone. 

What made it possible then, given the conditions then, that make 
it hard for them to do something comparable today? Dr. Levy. 

Mr. LEVY. I think that they did recognize the difficulties that 
came with what was really an unwise currency policy. And I think 
there was constructive U.S. diplomacy to help address some of the 
concerns that they had. I think it got stopped when they became 
frightened, during the financial crisis, of what they faced. 

The hope is that those pressures to change are still there. And 
they have described this stoppage as a temporary measure. The 
idea would be to work with them constructively to move to a more 
sensible path, which would be in appreciation. 

Mr. KIND. Dr. Ferguson. 

Mr. FERGUSON. The key point is the period of appreciation 
happened during the boom years, from 2005, when they could allow 
a creeping appreciation against a basket of currencies at really 
minimal cost to their exporters. Remember, as I tried to point out 
in my testimony, they were making much bigger gains in terms of 
unit labor costs than the losses that they were suffering through 
this appreciation. 

The second point, I think, is that — and I think this has been 
mentioned before, but let me say it again — it shows you how little 
we gained from that kind of appreciation. I mean, the payoffs in 
terms of the trade deficit were nonexistent. And that is why I think 
we must be careful not to pin too much faith on this particular pol- 
icy. 

You know, a parallel was drawn earlier by Congressman Davis 
to a marriage. This is a kind of marriage, but one of those mar- 
riages between one partner who does all the saving and the other 
partner who does all the spending. 
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And in my experience, those marriages tend to end rather un- 
happily. And I think that that is why this one is on the rocks. 

Mr. BERGSTEN. Two quick points, if I may. I disagree with 
Niall and what some others have said that the U.S. got nothing out 
of the earlier Chinese currency appreciation. Our current account 
deficit was cut in half between 2007 and 2009. 

A lot of it was recession, but part of it was improved competitive 
position. The dollar had come down in general and particularly 
against China. So we did get something out of it, and we can quan- 
tify that. 

I agree with Niall they did it in 2005 for a couple of years be- 
cause they were enjoying a booming economy. That is why I argued 
in my statement now is the time they can resume it. Their econ- 
omy is booming, and growth began already in the first half of last 
year. They have led the world recovery. 

Indeed, they are worried about overheating. They have been 
tightening reserve requirements of the banks. They have been cut- 
ting back on lending. They are worried about inflation. This is a 
natural step in that context. It would fit with their cyclical posi- 
tion. And it would be wholly consistent with the timing of their 
strategy in 2005. 

Chairman LEVIN. All right. Mr. Boustany. 

Mr. BOUSTANY. Thank you, Mr. Chairman. 

Let me start by saying. Dr. Ferguson, I deeply appreciate your 
admonitions that you laid out. But as we go forward, it seems to 
me that the broader problem is how do we get China to meet its 
WTO obligations, and what is our role in all of this, and how do 
we do it without running afoul of our obligations at WTO? 

And so as I look at this, I think the problem is bigger and much 
more complicated than just the currency issue. You know, in talk- 
ing to the business community, we hear a lot about China’s indige- 
nous innovation policy, import substitution policy, and rule of law 
and IP issues as well. 

And of course, we hear the claim from China that they have now 
evolved to more of a middleman in all this, and that their export 
margins have narrowed down, and it has created more and more 
problems for them domestically and socially with regard to poten- 
tial unemployment. 

So I guess my question is: I know we have all talked about a 
combination of bilateral diplomacy as well as multilateral ap- 
proaches. One specific question: If we are going to do this, and all 
of you have outlined the first step being labeling China as a cur- 
rency manipulator — except for you. Dr. Levy — should we perhaps, 
instead of taking that step, go broader and look at the other coun- 
tries, particularly in Asia, that are also manipulating their cur- 
rencies? 

I think. Dr. Bergsten, you have mentioned in your paper, your 
testimony, your written testimony, Hong Kong, Taiwan, Singapore, 
Malaysia. Would that be a more prudential approach for Treasury 
rather than just simply labeling China? And I will throw that ques- 
tion out for discussion. 

Mr. BERGSTEN. As I said, those other countries de facto track 
the Chinese currency. And they have also experienced huge in- 
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creases in their reserves; they have manipulated. So it would be 
perfectly legitimate to name them. 

I think it would be much in the U.S. economic interest to name 
them and get them to revalue because when you add them up, they 
almost double the ante in terms of trade flows and potential payoff. 

I think it would also be politically good to group China with some 
others and not single out China. You would be singling out what 
I would call a de facto China bloc; you wouldn’t call it that, but de 
facto you would do it. 

I don’t actually think you have to do it because if the RMB rises, 
the others will go up along with it in practice. But again, to be hon- 
est, to carry out the law of the land and to double the ante from 
our standpoint, and maybe to make it a little easier for China by 
not singling it, I think it would make sense to name the several 
of them. 

Mr. BOUSTANY. Would this help China solve or face its prob- 
lems? I mean, because, you know, given the evolution of its manu- 
facturing to sort of this middleman approach as opposed to what 
has gone before because of their input costs coming from these 
other Asian countries, would it stimulate some of these other coun- 
tries to go to a free float? 

Mr. BERGSTEN. Well, it would. It highlights the fact that the 
Asian countries do have a problem in their exchange rate relation- 
ships with each other. And here I would bring in Japan. They talk 
about coordinating their exchange rate and their monetary policies. 
They haven’t been able to do it. They still view themselves as com- 
petitors more than cooperators. 

But they really do in fact need to work out an answer to that 
collective goods problem. Korea, for example, let its exchange rate 
go up sharply a couple of years ago and looked around and nobody 
else was there. They wound up on a limb, uncompetitive, and came 
back down. 

I have proposed an Asian Plaza Agreement, where the Asians get 
together and work out a common move in their own currencies so 
as to deal with the global rebalancing problem without beggaring 
each other in the way that otherwise could occur. 

Mr. BOUSTANY. Dr. Levy 

Chairman LEVIN. Okay. No, your time is up. Okay. So others 
can — Mr. Boustany. 

So let me just — let’s review where we are. We are not quite sure 
when the bells will ring. Mr. Neal, you are next under our rules, 
then Mr. Pascrell 

Mr. CAMP. I have not questioned yet. 

Chairman LEVIN. Oh, all right. That is true. I skipped my ques- 
tions, but you don’t have to do that. All right. So Mr. Neal and 
then Mr. Camp, and then Mr. Pascrell, Mr. Crowley, Mr. Davis of 
Illinois, Mr. Etheridge, Ms. Sanchez, and then Ms. Schwartz. Oh, 
yes, Mr. Tiberi is here. All right. 

Mr. TIBERI. Thank you. Thank you, Mr. Chairman. 

Chairman LEVIN. No, no. Wait, wait. You are not — Mr. Neal is 
next. I think, because there are many more Democrats, we are 
going to take two at a time and — let’s just go. It is going to work 
out. 
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So next is — where are we? Mr. Neal is next, and Mr. Pascrell. 
You are a duo. Okay? Mr. Neal. 

Mr. NEAL. Thank you, Mr. Chairman. 

Chairman LEVIN. Three minutes. 

Mr. NEAL. Thank you. Thank you, Mr. Chairman. 

I guess what I am curious about is I agree with Dr. Eerguson 
that we don’t want to ignite a currency war with the Chinese. But 
at the same time, how are the European Union members and Can- 
ada responding to China’s position? I mean, the headlines are 
dominated, even over the last few days, on an array of issues. But 
how are the European Union members and Canada reacting? 

Mr. EERGUSON. I can’t speak for Canada, but the European so- 
lution is an inadvertent one. When they had a conscious strategy 
of trying to engage China, when President Sarkozy took a hard 
line, it was a miserable failure. 

But they have solved the problem by having their own massive 
internal crisis. And the crisis of the Eurozone has the unintended 
consequence of weakening the Euro. This is part of the currency 
war story. 

You know, listen to those crocodile tears falling in Germany 
about the dreadful Greeks. In fact, German manufacturers are de- 
lighted that the Greeks are screwing up because it is finally weak- 
ening the Euro relative to the dollar and other currencies. So that 
is really the solution that they have inadvertently come up with. 

Mr. NEAL. And the pound? 

Mr. EERGUSON. The pound is going to be an even weaker cur- 
rency than the Euro. I would expect you will be shopping in Lon- 
don with parity to the dollar any time — some time this year. 

Mr. NEAL. Let me just throw this out to the panel as well. How 
would the Chinese justify their current position? 

Mr. PRESTOWITZ. Well, they justify it on the basis that they 
are a developing country. They have to create I forget how many 
million — 20 or 30 million — jobs a year just to absorb the population 
moving from the countryside to the cities. 

Mr. NEAL. To the urban areas? 

Mr. PRESTOWITZ. They have — you know, they are in catch-up 
mode. They also argue that they are only — they are the most dy- 
namic economy. They are kind of contributing disproportionately to 
global growth, partly as a consequence of this policy. 

And, you know, they make the same arguments that we have 
heard here, that even if they revalued their currency, it wouldn’t 
make any difference. They point to our deficits, our low saving 
rates, our declining competitiveness, and basically they tell us to 
pull up our socks. 

And this is very similar to discussion we had in the 1980s with 
Japan. You know, we complained in the 1980s that the Japanese 
were not fulfilling all their obligations, undervaluing their cur- 
rency, and so forth, and they turned around and said, no. The prob- 
lem is not us. It is you. And so the Chinese do the same thing. 

Mr. BERGSTEN. But the Chinese have implicitly admitted that 
they have to change their strategy. Eor six years. President Hu 
Jintao and Premier Wen Jiabao have said repeatedly, we agree 
with the need to rebalance our economic growth strategy, put less 
weight on export expansion and trade surpluses, and put more 
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weight on increasing consumer demand and domestic services sec- 
tors. 

They have adopted it as policy. The move of the exchange rate 
for three years back in 2005 was part and parcel of that. Then they 
got cold feet in the face of the global crisis and put a halt to it. 
But they have essentially adopted a strategy, rhetorically at least, 
of changing the composition of their growth, part of which would 
essentially be a big change in the exchange rate. 

So I think they have accepted it implicitly. They have stopped it 
because of the crisis. The head of the central bank said recently 
that it was a temporary thing and they would go back to the ex- 
change rate movement at some later point. So it is a matter of tim- 
ing and how fast they go about it. 

One counsel to us would be to be patient and they will get to it. 
But the problem is a lot of crockery is broken in the meanwhile. 
But I think they have implicitly accepted, in the G20 and, in the 
IMF, a need to rebalance their growth strategy, which has to in- 
clude an important currency dimension. 

Mr. NEAL. Thank you. Thank you, Mr. Chairman. 

Chairman LEVIN. Thank you. 

Mr. PASCRELL. Mr. Chairman, we need an Administration that 
for once will stand up to China. This is a very serious problem 
here, not only contributing to the trade deficit with currency ma- 
nipulation, but this is an even bigger problem in terms of how our 
goods have become less competitive. 

And you tell this — you tell this to the computer industry, the 
electronic equipment industry in the United States, and parts in- 
dustries that they will have to continue to wait and be destroyed 
as the textile industry was destroyed in this country, and we think 
we are going to solve all these problems diplomatically. 

I don’t think that works. 2.4 million American jobs have been 
lost or displaced since China joined the WTO in 2001. As a result 
of the growing trade deficit with China, and in the state of New 
Jersey, we have lost in that period of time 68,800 jobs. That is out- 
lined very clearly in the EPI briefing case which was reported, 
which was referred to before. 

In my district, the 8th Congressional District alone, we lost 6,000 
jobs, lost or displaced. Those numbers are significant. And when I 
go back — it will be interesting. When I go back to the district, I in- 
tend to talk to some business people about this who are very con- 
cerned that they cannot get their product into China, and want to 
deal with the exports. 

I am going to tell them, well, look. We are going to deal with this 
diplomatically because we don’t want to perhaps cause a situation 
that occurred in the 1930s. And you know what happened then, 
wink wink. 

This is an absurdity. We also know that China exports five times 
as much to the United States as we export to China. We have le- 
verage over China to ensure equity in our trade relations. 

And my question to you, Mr. Ferguson: What can the U.S. do, 
and what measures do you suggest, to protect the nation from any 
possible retribution from China? 

Mr. FERGUSON. Well, I think the first thing is to be very care- 
ful about assuming that all the lost jobs were lost because of Chi- 
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nese competition. And it would be an even bigger mistake to as- 
sume that they would all magically come back if China’s currency 
were revalued. These would be very misleading assumptions. 

I think an important issue that has been raised in our discussion 
this morning is what the best channel to go through might be. And 
we have expressed skepticism about legislative action, retaliatory 
tariffs, for good reason. You may dismiss the parallel with the 
1930s as somehow irrelevant, but I can assure you any further 
blows to global demand dealt by errors of U.S. fiscal, monetary, or 
trade policy would harm your constituents even more severely than 
they have so far been harmed. 

If you had a choice between the IMF and the World Trade Orga- 
nization — and this is really an important point that Dr. Bergsten 
has raised — the World Trade Organization is the better institution 
for two reasons. It is better at dealing with big guys, and it is bet- 
ter at dealing with surplus countries. 

Mr. PASCRELL. Let him finish the sentence. 

Chairman LEVIN. So we will follow the rules. Mr. Roskam is 
next. Mr. Tiberi, Mr. Roskam goes first under our procedures, and 
then all of the 

Mr. PASCRELL. Mr. Chairman. 

Chairman LEVIN. Yes. 

Mr. PASCRELL. Couldn’t we have at least allowed the gen- 
tleman to finish the sentence? 

Chairman LEVIN. I think he finished. 

Mr. EERGUSON. Just. 

Chairman LEVIN. Okay. Finish the sentence. I thought he had. 

Mr. FERGUSON. I did finish the sentence. Thank you, Mr. 
Chairman. 

Chairman LEVIN. Okay. So here we go. Mr. Roskam is next, and 
then under our rules Mr. Crowley, Mr. Davis of Illinois, Mr. 
Etheridge, Ms. Sanchez, then Mr. Tiberi and Ms. Schwartz. Okay? 
We are taking the two of you who came in after we started. 

So let’s go. We may have 20 minutes. It is hard to tell. Mr. Crow- 
ley — no, Mr. Roskam. 

Mr. ROSKAM. Yes. 

Chairman LEVIN. I guess, Mr. Roskam, you will go next and 
then Mr. Crowley. Excuse me. 

Mr. ROSKAM. Thank you, Mr. Chairman. Mr. Chairman, thank 
you for this hearing. I have really found it insightful and helpful. 

Dr. Ferguson, maybe to finish your point from a minute ago, 
could you give your perspective on sort of the WTO, why it is that 
that — the subtlety there vis-a-vis the IMF? And could you com- 
ment, maybe, on Dr. Bergsten’s approach? Would you — Dr. 
Bergsten’s approach, if I understood it correctly, was designate 
China as a currency manipulator, and then do sort of a special 
envoy approach with the IMF and the WTO. Could you comment 
on that? 

Mr. FERGUSON. I don’t think there is any harm in going to the 
IMF, but I don’t think anything much will come of it. The IMF is 
only able to exert leverage over countries that are in deficit and in 
crisis, and they are usually smallish countries. And there are plen- 
ty of those it has to concern itself with right now. 
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The difference is that the WTO is a body quite differently con- 
stituted that is able to impose decisions on the biggest countries, 
including the United States when it has violated its WTO obliga- 
tions. The WTO is the most powerful of all the international eco- 
nomic institutions, and that is why it is actually our best channel. 

China has gained hugely from WTO membership, as I think was 
pointed out by Congressman Pascrell. But that puts it in a position 
of vulnerability if we pursue the letter of the law in the WTO. And 
that seems to me to be the best course of action to take. Is 
there 

Mr. BERGSTEN. I agree with that and add one crucial point. 
Under the WTO rules, they ask the IME for a judgment as to 
whether a currency is undervalued or overvalued. So technically, 
the WTO, given a case by the U.S., will ask the IME for a finding. 

The managing director of the IME has been going around the 
world saying the RMB is substantially undervalued. So I think the 
right advice would be provided. But that is the key reason why the 
IME technically has to be involved in the process. 

Mr. EERGUSON. Very briefly, it is not just the currency issue 
that we should take to the WTO. There are many, many other 
issues where you could challenge China’s compliance. 

Mr. ROSKAM. Is it a conditioned precedent to move forward to 
name them as a manipulator in April? 

Mr. BERGSTEN. Neither technically nor legally. The U.S. has 
those rights in the WTO or IME. My point is, and I have heard this 
from people all over the world for five years, that if the U.S. is not 
willing to call a spade a spade itself, w% is it asking them to stand 
up and be counted in a coalition of the willing? 

Mr. ROSKAM. I understand. Dr. Levy. 

Mr. LEVY. Yes, Congressman. If I may, I would just argue — I 
would take some issue with Dr. Eerguson. There is a serious down- 
side risk to taking a case to the WTO, which is: We do not have 
clear language at the WTO delineating exactly which conditions are 
acceptable and which are unacceptable. 

The U.S. could lose either way. If it loses the case, we will never 
hear the end of it from China about how their practices have been 
justified. If we win the case, we will have established the precedent 
of panel overreach, that we are counting on dispute settlement pan- 
els to essentially legislate and come up with rules. 

Mr. ROSKAM. Thank you. I yield back. 

Chairman LEVIN. Thank you. 

Mr. CROWLEY. Thank you, Mr. Chairman. 

I am interested in hearing from all of you, I guess — I don’t know 
if there is enough time for that — in terms of what your thoughts 
are if China — if you can carry through, if China would begin to or 
stop the purchasing of Treasury bills, what effect that would have 
in terms of our market share, what the reaction would be. I would 
like to hear, if you can give that. 

Before you answer that, let me just get the other two, both Drs. 
Eerguson and Bergsten. I believe you both have stated that you be- 
lieve that the U.S. should declare China a currency manipulator. 
Is correct*^ 

Mr. EERGUSON. [Nodded head up and down.] 
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Mr. CROWLEY. What do you believe is the worst case scenario 
if the United States does not do that, and if we take no further ac- 
tion? I don’t believe either one of you is suggesting we take further 
action in terms of congressionally. But at the minimum, you believe 
the U.S. should declare them manipulators. 

Many economists, and we have heard some reports already, have 
demonstrated the job loss that has taken place here because of — 
as a result of China’s currency manipulation. Do you believe that 
that has peaked? Has it leveled off, or do we still — or are we still 
poised to possibly lose millions more jobs? 

Mr. BERGSTEN. I think the situation will get worse if we did 
nothing about it. If China maintains the exchange rate where it is 
now, but if the IMF forecast is right, its surplus rises again, and 
in absolute terms gets to about double where it is now, that simply 
means a bigger deficit for us and more job loss for us. 

So the worst case, in my analysis, is if we do not label China. 
We still have no credibility in trying to line up a multilateral coali- 
tion to take the preferred measures. 

Mr. CROWLEY. Dr. Ferguson. 

Mr. FERGUSON. Well, I think if we don’t label China a currency 
manipulator, we will look like the wimps of the western world. So 
it is our credibility that will really be the biggest problem. And I 
think that is the most powerful argument. 

Your first question is a really important one. I was at a con- 
ference in London last week at which a leading Chinese economist 
said the following: “My recommendation is that China should buy 
no more U.S. Treasuries, but should not sell them all at once.” And 
when he said those words, there was a stunned silence in the room. 

That seems to me to indicate that there is a fundamental policy 
change underway, and it will put the pressure on the Federal Re- 
serve to start buying Treasuries if China stops because otherwise 
there will be a significant runup, maybe of 200 basis points, in 10- 
year yields. And that would really be devastating for the U.S. econ- 
omy at this time of depressed demand and very high levels of debt. 

Mr. BERGSTEN. I strongly disagree with that, with all due re- 
spect. First of all, if they stopped buying Treasuries, like the guy 
said, we could declare victory. That is what we want. We want 
them to let the exchange rate of the renminbi go up. The way they 
keep it from going up is to buy dollars, to buy Treasuries. 

Now, what would be the effect on our monetary policy and our 
macro economy? First of all, since our deficit would come down, we 
wouldn’t need to borrow as much foreign money. We would still 
have a budget deficit. Maybe it will put some healthy pressure on 
us to reduce our budget deficit. 

But in the meanwhile, other people would have to buy those 
Treasuries. The Fed itself would, at the end of the day, buy Treas- 
uries, as it does now, under its zero interest rate and quantitative 
easing policies. 

Krugman has argued strongly that more of that could be done 
without much effect on interest rates. I don’t think it would go up 
200 basis points, but it would go up some. We have done analysis 
on it ourselves. We think maybe 50 basis points. There would be 
some effect on interest rates. There is no free lunch in getting 
these imbalances down, that is for sure. 
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Chairman LEVIN. Mr. Davis of Illinois. 

Mr. DAVIS OF ILLINOIS. Thank you very much, Mr. Chairman. 

You know, I was just thinking that in the community where I 
live, out on the streets there is a saying that if you see a sucker, 
bump his head. And I guess if you translate that, it would probably 
mean if you see opportunity, exploit it or make use of it. 

My question really is: How much or what kind of impact do we 
see revaluation of China’s currency helping to make up for the dif- 
ferential in labor and production costs which are enticing American 
companies and international corporations to flock to China in pur- 
suit especially of consumer items? 

And how does the differential in consumption in China versus 
consumption of these goods in the United States impact our trade 
deficit? 

Mr. BERGSTEN. Well, it would help a lot on both counts. On the 
latter, remember, if they revalue the exchange rate, it makes im- 
ports a lot cheaper. Therefore, they will import more from us and 
everybody else. That is good for consumers in China. So if they 
really want to shift the economy more toward consumption, a big 
revaluation of the exchange rate is very helpful. 

In terms of relative labor costs, it also helps. It is not going to 
solve the whole problem; their labor costs will still be much lower 
than ours. But remember, their productivity is much lower than 
ours, too, and what counts is the relationship between the two. 

If the RMB were to go up by my full 40 percent, that is like re- 
ducing the gap between productivity differentials by about 40 per- 
cent. It wouldn’t solve the whole problem, but it would help a lot 
in terms of U.S. competitiveness both in the Chinese market and 
domestically against products coming from China. 

Mr. DAVIS OF ILLINOIS. Anyone else? 

Mr. PRESTOWITZ. Well, that is — I agree essentially with what 
Fred said. But I would add this point. That is that much of what 
we sell — much of the dynamic you are talking about, the movement 
of U.S. productive factories and investment abroad, is not so much 
in response — it is partly in response to the currency. But it is also 
very much, as I said earlier, in response to these very aggressive 
investment incentives. 

And I think that is another issue that has to be addressed in this 
context. And I think it is something that can be done in the WTO, 
as Mr. Ferguson suggested. 

Mr. FERGUSON. A very brief remark on this. We would have to 
keep pressing them because they keep making productivity gains. 
And we must realize it is a very important point. This isn’t a one- 
time quick fix. 

Even if there was a 40 percent revaluation, it wouldn’t be long 
before we would find ourselves once again under pressure because 
the real gains are coming in the unit labor costs, not from the cur- 
rency manipulation. 

Mr. DAVIS OF ILLINOIS. Thank you very much, Mr. Chairman. 

Chairman LEVIN. Under our rules, Mr. Camp wants to inquire. 

Mr. CAMP. Thank you very much, Mr. Chairman. 

We hear a lot about China’s foreign currency reserves. And Dr. 
Levy, could you help the committee understand the ramifications 
of holding those reserves? And certainly, you know, the impact on 
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financial markets, for example, and some have argued they may 
have been the cause of the financial crisis, does this push down 
U.S. interest rates? 

Can they use them to subsidize manufacturing? And are there 
any other countries that, over time, have had either large foreign 
currency reserves or large trade surpluses, and what was the im- 
pact? 

So if you could just enlighten the committee in that area, I would 
appreciate it. 

Mr. LEVY. Yes. I would be happy to. There is a lot of material 
there. 

I would say I do not believe that China’s accumulation of foreign 
currency reserves were a principal cause of the financial crisis. 

It does have the effect of increasing the pool of savings in the 
world, and that does have the effect of driving down interest rates. 

But I think for the U.S. as a major borrowing nation, in general 
seeing lower interest rates is a good thing. If we misuse the funds, 
that is not really China’s fault. 

I think there are common misperceptions that the accumulation 
of reserves is some war chest for China to do whatever they please 
to, as you suggested, subsidize domestic manufacturers, is one com- 
mon. In fact, it is a very limited pile of funds, and I would argue 
that it is in no sense a measure of Chinese success, that it is a 
growing problem for the Chinese. 

Were they to try to use these funds domestically, the first step 
would be that they would have to convert — whether it is dollars, 
Euros, yen — they would have to convert them into their currency, 
and that would bid up their currency. 

What they are faced with is as soon as that happens, they face 
a very serious capital loss. They can have a capital loss both be- 
cause of the change in the currency and if interest rates were to 
rise. So it is actually a major point of vulnerability for China. 

Were there other points that missed? 

Mr. CAMP. No. I mean, that was generally it. I have a few sec- 
onds left. Is there anybody else who would care to comment? 

Mr. BERGSTEN. I think the Chinese fully understand that they 
are going to take big capital losses on their dollar holdings. They 
have viewed this all along as an export subsidy, which leads to a 
job subsidy. And they know that at some point, they are going to 
have to pay the price. 

It is actually ironic and almost humorous. The Chinese complain 
about the international value of the dollar and the international 
role of the dollar. But every day, as I testified, they are buying an- 
other $1 billion worth of dollars to keep their currency from rising. 
They are the ones who are propelling the dollar to an ever greater 
international role, all the while complaining about it. 

So I don’t have too much sympathy for them. I think the 
thoughtful people there know that they are going to take a loss. 
They don’t have to mark it to market, incidentally. It doesn’t go 
into their budget. It doesn’t go into any accounting. They will never 
have to pay any piper for it. But they know that as part of their 
development strategy, it is a price that they judge to be worth pay- 
ing. 
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Mr. CAMP. All right. Thank you. I see my time is expired. Thank 
you, Mr. Chairman. 

Chairman LEVIN. Thank you, Mr. Camp. 

Mr. Etheridge and then Ms. Sanchez. 

Mr. ETHERIDGE. Thank you, Mr. Chairman. Thank you for this 
hearing. 

Let me follow that a hit because if you look at it internationally 
and look at some numbers — I am looking on this chart — if you go 
back to 2000 on the foreign currency exchange reserves that China 
has accumulated, and with the amount of trade deficits they have 
accumulated at the same time, it is about a fivefold increase, you 
know, progressively. It keeps going. 

My question is this, though: Because as you look at the loss of 
jobs in this country in that same period and you look at how the 
products we manufacture have gone, and it is also having an im- 
pact, starting to have an impact, on our agricultural exports that 
we now still have a balance of payments in, my big question to you, 
in a state like mine in North Carolina, where we produce pork and 
poultry and a host of manufacturing textiles and technologies, give 
me some understanding of where we are headed with all this stuff. 

We have talked about it in the broader sense. But through the 
international or the large corporate entities, you know, they are 
moving stuff at that level. I want to know what happens on Main 
Street for the guy and gal who is out there working every day who 
is trying to make a living and don’t understand all this stuff. 

Mr. BERGSTEN. Well, I did a quick calculation based on the 
data your staff aide gave me on North Carolina. And if I under- 
stand it right, your population is about 3 percent that of the coun- 
try. 

Mr. ETHERIDGE. Correct. 

Mr. BERGSTEN. So if the averages pan out and my numbers are 
right, then eliminating the Chinese currency misalignment would 
create somewhere between 18,000 and 30,000 jobs in North Caro- 
lina. It actually might be a bit more than that because in agri- 
culture and low-productivity industries like textiles, you actually 
get more jobs per billion. So you would probably be toward the 
upper end of that range. 

It would be significant in terms of job creation in a trade-ori- 
ented state like North Carolina. 

Mr. ETHERIDGE. Mr. Eerguson. 

Mr. EERGUSON. More jobs have been lost in the United States 
by the bursting of the real estate bubble and the loss of jobs in 
housing and construction than have been lost to competition with 
China in the last three years, far more. 

And we must beware of what would be a Pyrrhic victory, in Dr. 
Bergsten’s terms. If we got a currency revaluation at the price of 
higher interest rates, then it would be very bad news indeed for the 
people in the housing and construction sectors so badly affected 
and so very far from a sustainable recovery right now. 

Mr. ETHERIDGE. So it is not a very simple answer? 

Mr. PRESTOWITZ. But, listen. The course that we are on at the 
moment, if the Chinese don’t revalue and we stay on the track we 
are on, is unsustainable. And it results in continued erosion of U.S. 
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competitiveness and U.S. standard of living, and it is just not a 
sustainable course. 

Mr. ETHERIDGE. Thank you, Mr. Chairman. 

Chairman LEVIN. Ms. Sanchez, you have the last crack, I think. 
Thank ypu for your patience. 

Ms. SANCHEZ. Thank you, Mr. Chairman. And I want to thank 
the witnesses for their patience. 

All of you seem to agree that China is artificially holding down 
the value of its currency in order to boost its exports and make im- 
ports more expensive there. And it is clear that the use of the fa- 
vorable exchange rate policy hurts American farms and American 
workers. 

And estimates that are about 1.5 million jobs are lost due to the 
currency manipulation. And in fact, in the state of California, we 
have lost the greatest number of jobs due to unfair Chinese trade 
policies, and sadly, my district ranks No. 32 of all 435 congres- 
sional districts in job loss due to unfair Chinese trade. 

And so, Mr. Chairman, I would ask unanimous consent to be able 
to submit the EPI briefing paper, “Unfair China Trade Costs Local 
Jobs,” for the record, if I may. Mr. Chairman? 

Chairman LEVIN. Without objection. 

[This information follows:] 
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UNFAIR CHINA TRADE 
COSTS LOCAL JOBS 

2.4 Million Jobs Lost, Thousands Displaced 
in Every U.S. Congressional District 

BY ROBERT E. SCOTT 


S ince China entered The World Trade Organlxaiion (WTO) in 200 1 , the extraordinary growth of U.S. trade with 
China has had a dramatic elTcct on U.S. workers and the domestic economy. Tlic United States is piling up 
foreign debt, losing export capacity, and the growing trade deheit has been a prime contributor to the crisis in 
U.S. nunufactiiring employment. Between 2001 and 2008. 2A million jobs were lost or displaced, including 9 1.400 in 
2008 alone, despite a dramatic decline in total and bilateral U.S.'China trade dehcics tkit began in the second half of 
that year. Growing trade deficits have cost jobs in every Congressional district, including the District of Columbia and 
Puerto Rico (this study reports these district-level data for the first time). 

The computers, electronic equipment, and parts industries experienced the largest growth in trade deficits with 
China, leading with 627.700(26%) of all jobs displaced between 2001 and 2008. As a result, the hardest hit Congressional 
districts were located in California and Texas, where remaining jobs in those industries arc concentrated, and in Nonh 
Carolina, which was hard hit by job displacement in a variety of manufacturing industries. 

But the jobs impact of the China trade deficit is not 
restricted to job loss and displacement. Competition with 
lov>'-wagc workers from less-developed countries has also 
driven down wages for other workers in manufacturing 
and reduced the wages and bargaining power of similar 
workers thnnighout the economy. The impact has affected 
essentially all production workers with less than a four- 
)'car college degree — roughly 70% of the private-sector 
workforce, or about 100 million workers. For a t)'pical 
full-time median-wage earner in 2006. these indirca losses 
totaled approximately Sl,400 per worker (Bivens 2008). 

China is the most important source of downward pressure 
from trade with less-developed countries, because it pays 
very low wages and because it was responsible for nearly 
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40% ofU-S. non*oli imports from less>dcvclopcd countries 

in 2008. 

This study finds the following: 

* The 2.4 million jobs lost/workers displaced nation- 
wide since 2001 are distributed among all 50 states, 
the District of Columbia, and Puerto Rico, with the 
biggest losers, in numeric terms: California (370,000 
jobs), Texas (193,700), New York (140,500), Illinois 
(103,500), Florida (101,600), Pennsylvania (95,700), 
North Carolina (95,100), Ohio (91,800), Georgia 
(78.100), and Massachusetts (72,800). 

* The hardest-hit states, as a share of total state 
employment, arc New Hampshire (16,300, 2.35%), 
North Carolina (95,100, 2.30%), Massachusetts 
(72,800, 2.25%), California (370,000, 2.23%), 
Oregon (38,600, 2.19%), Minnesota (58,800, 
2.17%), Rhode Island (10,600, 2.01%), Alabama 
(39,300, 1.97%), Idaho (13,500. 1.97%). and South 
Carolina (38.400, 1.97%). 

* Rapidly growing imports of computer and electronic 
pans (including computers, parts, semiconductors, 
and audio-video equipment) accounted for more than 
40% of the $186 billion increase in the U.$. trade 
deficit with China between 2001 and 2008. The $73 
billion dehcii in advanced technolog)' products with 
China in 2008 was responsible for 27% of the total 
U.S.-China trade deficit. The growth of this deficit 
contributed to the elimination of 627.700 U.S. jobs 
in computer and electronic produas in this period. 
Other hard-hit industrial sectors include apparel and 
accessories (150.200 jobs), miscellaneous manufac- 
tured goods (136.900). and fabricated metal products 
(108,700): several service sectors were also hard hit by 
indirect job losses, including administrative support 
services (153.300) and professional, scientific, and 
technical services (139,000). 

* The hardest-hit Congressional districts had large 
numbers of workers displaced by manufacturing 
trade, especially in computer and electronic parts, 
apparel, and durable goods manufacturing. The three 
hardest hit Congressional districts were all located in 


Silicon Valley in California, including the 15th (Santa 
Clara county, 26.900 jobs. 8.3% of all jobs in the 
district), the I4th (Palo Alto and nearby cities, 20,.300 
jobs, 6.3%). and the 1 6th (San Jose and other parts of 
Santa Clara county, 18,200 jobs, 6.0%). 

* The hardest hit Congressional districts were concen- 
trated in states that were heavily exposed to growing 
China trade deficits in computer and electronic 
products and other industries such as furniture, 
textiles, and apparel. Of the top 20 hardest hit dis- 
tricts (sec Table 5, below), eight were in California 
(in rank order, the 15th. I4th, 16th, 13th, 31st, .34th, 
50th, and 47th), four were in Nonh Carolina (lOth, 
6th, 4th and 5th). three were in Texas (3lst. 10th 
and 3rd), two were in Massachusetts (5th and 3rd), 
and one each in Oregon (Isi), Georgia (9th), and 
Alabama (5th). Each of these distrias lost more than 
8,600 jobs (2.8% of total jobs in the district). 

Currency manipulation 

A major cause of the rapidly growing U.S. trade deficit with 
China is currency manipulation. Unlike other currencies, 
the Chinese yuan does not fluctuate freely against the 
dollar. While the value of its currency should have increased 
as China exported more and more goods, it has instead 
remained artificially low. and China has aggressively 
acquired dollars to funher depress the value of its own 
currency. China has tigjttly pegged iLs currency to the U.S. 
dollar at a rate that cncour^cs a large bilateral surplus with 
the United Sutes. China had to purchase $453 billion in 
U.S. treasury bills and other securities between December 
2008 .ind December 2009, alone, to maintain this peg.' 
China has acquired a total of $2.4 trillion in foreign 
exchange resen'es as of December 2009 (C'hinability 20 1 0). 
About 70% of these reserves are held in U.S. dollars. This 
intervention makes the yuan artificially cheap relative to 
the dollar, effectively subsidizing Chinese exports. The 
best estimates place this effective subsidy at roughly 40% 
of the U.S. dollar, even after recent appreciation in the 
yuan (Cline and Williamson 2010).^ Currency interven- 
tion also artificially raises the cost of U.S. exports to China 
by a similar amount, making U.S. goods less competitive 
in that country. 
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TABLE 1 


U.S. China trade and job displacement, 2001-08 
U.S. trade with China (Sbillions, nominal) 


Chan 9 es in; ($biHions) Percent change 



2001 

2007 

200S 

2001-07 

2007-08 

2001-08 

2001-08 

U.5. domtstk exports * 

$18.0 

$610 

$672 

$43.1 

$62 

$49.2 

274% 

U.5. imports forcortsumption 

102.1 

323.1 

337.5 

221X> 

14.4 

235.4 

231 

US. trade balortee 

84.1 

262.1 

27a3 

178X) 

8.3 

1662 

221 

Average annual thonge in the trade deheit 




29.7 

82 

26j6 

16 

U.S. tr*di-r*l«t*d jobs lupportvd end ditpUetd (thouMndt of jobs) 









Chonges in: (thousarsds of jobs) 

Percent change 


2001 

2007 

2008 

2001-07 

2007-08 

2001-08 

2001-08 

US. domestk exports 

1662 

470X1 

518A 

303A 

482 

352.6 

212% 

US. imports forconsumptfon-jobs disptoeed 

i,iea 2 

3,819J 

3,959.5 

2.631.1 

140.3 

2.771.3 

233 

US. trade bohn<e-net fobs lost 

t. 022.0 

3,349.3 

3.440.7 

i327J 

91.4 

2.4182 

237 

Average annual job displa<en>ent 




387.9 

91.4 

3452 

19 


* Domestic exports are gcxxls produced In the Dnited States- Total exports as reported by the US. imerrianonal Trade Commission etekide re-exports, 
Le. goods produced in other countries and shipped through the United States. Total exports were $7 1 S billion In 2008 while US. re-exports to Chlrta 
represent of total exportv The employment estimates shown here are based on domestic exports only. 

SOURCE: EPi arsalysrs of Census Bureau. USTTC. arsd 61$ data 


Other policies by the Chinese government also 
cncoiirage exports. China extensively suppresses labor rights, 
which lowers production costs within China. An AFl.-CIO 
study estimated that repre.ssion of labor rights by the 
Chinese government has lowered manufacturing wages of 
Chinese woricers by 47% to 86% {AFL-CIO 2006, 138). 
China has also been shown to provide massive direct sub- 
sidization of export production in many key industries 
(sec, c.g.. Halc)’ 2008. 2009). Finally, it maintains strict, 
non-iarilT barriers to imports. As a result, Chinas exports 
to the United States of S337.5 billion in 2008 were more 
than five times greater than U.S. exports to China, which 
totaled only $67.2 billion (Table 1). Chinas trade surplus 
was responsible for 68.5% of the U.S. total non-oil trade 
deficit in 2008, making the China trade relationship this 
country’s most imbalanced by far. 

Unless China raises the real value of the yuan by at 
least 40% and eliminates these other trade distortions, 
the U.S. trade deficit and job losses will continue to grow 
rapidly in the future. While the overall U.S. trade deficit 


improved slightly in 2008 — largely as a result of collapse 
in world trade associated with the onset of the great reces- 
sion of 2008-09 — the U.S. deficit with China increased 
$8.3 billion, mostly because China engaged in currency 
manipulation designed to suppress the value of the yuan. 
Ihe increase in the U.S.-China trade deficit declined from 
$26.6 billion in 2007 to $8.3 billion in 2008. reflecting 
the collapse in demand in the United States. 

Beginning in 2002. the dollar declined more than 30% 
against scs'eral major currencies such as the Euro and the 
(Canadian dollar. However, yuan appreciation was largely 
delayed until late 2007 and 2008 — too little and too late 
to be of any help in slowing the current U.S.-China trade 
gap to date.’ Furthermore, the appreciation of the yuan 
has had little effect on the prices of U.S. imports from 
China, which rose only 2.5% between July 2005 (when 
the yuan was first adjusted) and May 2008, much less 
than the 19% appreciation of the yuan in that period 
(Congressional Budget Office 2008, 2). While Chinese 
exporters were able to absorb the impact of a hi^er yuan 
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by lowering probe matins, ai least throu^t mid>2008, 
liinher appreciation is likely to be reflected in higher prices.^ 

Chinas currency manipulation has compelled other 
countries to follow similar policies in order to protect 
their relative competitiveness and to promote their own 
exports. Widespread currency manipulation has also con- 
tributed to the growth of very large, global current 
account imbalances. Cline and Williamson (2010) call for 
a substantial realignment of the dollar against currencies 
from five Asian countries that are undervalued relative to 
the dollar, in order to rebalance global current account 
flows: China, Hong Kong, Malaysia, Taiwan, and Sin- 
gapore. They call for reducing the U.$, current account 
deficit to 2.8% of GDP in 2012 (from a projected 5.6% If 
currencies arc not realigned). They estimate that the yuan 
needs to rise 41% a^inst the U.S. dollar, and the other 
countries listed by 25% to 32%. Cline and Williamson 
project that global currency realignment would result in 
a 5.6% fall in the trade-weighted value of the U.S. dollar 
across all currencies. Reducing the U.S. current account 
to a lower les'cl, such as 1% of GDP. would require pro- 
portionately greater rebalancing of currencies, especially 
those of Asian countries. 

Undervaluation of the yuan has forced other 
countries to bear the burden of global current account 
realignment pressures. As a result, the currencies of many 
other countries, including Australia. New Zealand, South 
Africa, and Brazil, as well as the United States, have 
become overvalued on a trade-weighted basis. 

As a result of Ghinas currency manipulation and other 
trade distorting practices, including extensive subsidies, 
leg^ and illegal barriers to imports, dumping and suppres- 
sion of wages and labor ri^ts. Chinas share of the U.S. 
trade surpUts has soared, especially in 2009. Between 2008 
and 2009, the U.S. goods trade deficit declined 38.5%, 
while the U.S.-China trade deficit fell only 15.4%. Chinas 
share of the total, U.S. non-oil trade deficit jumped from 
68.6% in 2008 to 80.2% in 2009 (Scott 2010). 

Chinas entry into the WTO was supposed to bring it 
into compliance with an enforceable, rules-Uiscd regime 
that would require that it open its markets to imports from 
the United States and other nations. The United States 
also negotiated a scries of special safeguard measures 
designed to limit the disruptive effects of surging Chinese 


imports on domestic producers. However, the core of the 
agreement failed to include any protections to maintain 
or improve labor or environmental standards and, prior to 
2007, the administration rejected all requests for special 
safeguards protection. In September 2009. the Obama 
administration announced that it would take action to 
restrict imports of Chinese tires for three years under the 
special safeguard measures, the first time since 2001 that 
these measures had been utilized. 

Chinas entry Into the WTO has further tilted the 
international economic playing flcld against domestic 
workers and Arms and in favor of multinational com- 
panies from the United States and other countries as 
well as state- and privately owned exporters in China. 
This shift has increased the global “race to the bottom” 
in wages and environmental quality and closed thousands 
of U.S. factories, decimating employment in a wide 
range of communities, states, and entire regions of 
the United States. U.S. national interests have suflered 
while U.S. multinationals have enjoyed record profits 
on their foreign direct investments (Scott 2008). 

Failed expectations 

Proponents of Chinas entry into the WTO frequently 
claimed that it would create jobs in the United States, 
increase U.S. exports, and improve the trade deficit with 
China. President Clinton claimed that the agreement 
allowing China into the WTO, which was negotiated 
during his administration, ’’creates a win-win result for 
both countries” (Clinton 2000, 9). He argued that exports 
to China "now support hundreds of thousands of American 
jobs” and that "these figures can grow substantially with the 
new access to the Chinese market the W'fO agreement 
creates” (Clinton 2000, 10). Others in the White House, 
such as Kenneth Liberthal, the special advisor to the 
president and senior director for Asia alAiirs at the National 
Security Council, echoed Clintons assessment: 

Lets be clear as to why a trade deficit might 
decrease in the short term. China exports far 
more to the U.S. than it imports [from] the 
U.S. ...It will not grow as much as it would have 
grown without this agreement and over time 
clearly it will shrink with this agreement.' 
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Promises about fobs and exports misrepresented the 
real effects of trade on the U.S. economy: trade both 
creates and destroys jobs. Increases in U.S. exports tend 
to create jobs in the United States, but increases in 
imports will lead to job loss — by destroying existing jobs 
and prcs'cnting new job creation — as imports displace 
goods that otherwise would have been made in the United 
States by domestic workers. 

The impact of trade changes on employment is 
estimated here by calculating the labor content of changes 
in the trade balance — the difference between exports and 
imports. Each $1 billion in computer exports to China 
from the United States supports American jobs. However, 
each $1 billion in computer imports fivm China displaces 
the American workers who would have been employed 
making them in the United States. On balance, the net 
employment effect of trade Hows depends on the growth 
In the trade deficit, not just exports. 

Another critically important promise made by the 
promoters of liberalized U.S.-China trade was that the 
United States would benefit because of increased exports 
to a large and growing consumer market in Chin.i. How- 
ever. despite widespread reports of the rapid growth of 
the Chinese middle class, this growth has not resulted in 
a significant increase in U.S. consumer exports to China. 
Ihe most rapidly growing exports to China arc bulk 
commodities such as grains, scrap, and chemicals; inter- 
mediate products such as semiconductors; and producer 
durables such as aircraft (see Table 3 below). Further- 
more, the increase in U.S. exports to China since 2001 
has been overwhelmed by the growth of U.S. imports, as 
shown below. 

Growing trade deficits 
and job losses 

The U.S. trade deficit with China has risen from $84 
billion in 2001 to $270 billion in 2008, an increase of 
$186 billion, as shown in Table I. Since China entered 
the WTO in 2001, this deficit has increased by $26.6 
billion per year, on average, or 18% per year. 

While it is true that exports support jobs in the United 
States, it is equally true that imports displace them. The 
net effect of trade flows on employment is determined by 
changes in the trade balance.^ Tlic employment impacts of 


growing trade deficits are estimated in this paper using an 
input-output model that estimates the direct and indirect 
labor requirements of producing output in a given domestic 
industry. The model includes 201 U.S. industries, 84 of 
which are in the manufacturing sector.’ 

The model estimates the amount of labor (number 
of jobs) required to produce a given volume of exports 
.ind the labor displaced when a given volume of imports 
is substituted for domestic output.^ The net of these two 
numbers is essentially the jobs displaced by growing trade 
deficits, holding all else equal. 

jobs displaced by the growing China trade deficit are 
a net drain on employment in trade-related industries, 
especially those in the manufacturing sector. Even if 
increases in demand in other seaors absorb all the workers 
displaced by trade (an unlikely event), it is likely that job 
quality will suffer, as many non-traded industries such as 
retail trade and home health care pay lower wages and have 
less<ompreitensive benefits than traded-goods industries. 

U.S. exports to China in 2001 supported 166,200 
jobs, but U.S. imports displaced production that would 
have supported 1,188.200 jobs, as shown in the l)ottom 
half of Table 1. Therefore, the $84 billion trade deficit in 
2001 displaced 1,022.000 jobs in that year. Job displace- 
ment rose to 3.349.300 jobs in 2007 and 3,440,700 jobs 
in 2008. 

Since China’s entry into the WTO in 2001 through 
2008, the increase in U.S.-China trade deficits eliminated 
or displaced 2.4 1 8.800 U.S. jobs, as shown in the bottom 
half of Table I. In 2008 alone 91,400 jobs were lost, 
either by the elimination of existing jobs or by the preven- 
tion of new job creation. On average, 345.500 jobs per 
year have been lost or displaced since China’s entry into 
the WTO. 

Trade and jobs, industry details 

The composition of imports from China is changing in 
fundamental ways, with serious implications for certain 
kinds of high-skill. high-w.ige jobs once thought to be 
the hallmark of the U.S. economy. China is moving rapidly 
“upscale.’' from low-tech, low-skilled, labor-intensive 
industries such as apparel, footwear, and basic clearonics 
to more capital- and skills- intensive sectors such as com- 
puters, electrical machinery, and motor vehicles; it has 
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TABLE 

2 






Trade with China by industry, 2001-08 (millions of dollars)* 





2001 



3008 


Change in trade. 2001-08 


tmports 

Exports 

Net 

experts 

Imports 

Exports 

Wet 

exports 

Imports 

Exparts 

Net 

exports 

Agrkullure, forestry, fisitertes 

$749 

$1,345 

$596 

$2,411 

$10,222 

$7611 

$1662 

$8677 

$7,215 

Mining 

2$0 

80 

•171 

694 

848 

154 

444 

769 

325 

OHandgas 

09 

8 

•81 

367 

2 

•385 

298 

■6 

•304 

MintroH ondorts 

161 

71 

-90 

307 

846 

539 

146 

775 

629 

Manufacturing 

100,866 

I5J<3 

•85,483 

333,679 

46300 

•285.579 

233,014 

32,918 

•200,096 

Non-tfurabla good* 

23AI2 

975 

•22,436 

58,214 

3,323 

•54691 

34602 

2,348 

•32,454 

food and kindrrd products 

$91 

763 

173 

3,000 

2616 

•384 

2.410 

1653 

-557 

Bwtfogt and tobacto products 

30 

4 

-36 

30 

36 

5 

0 

31 

31 

rexides end tobfta 

328 

74 

-254 

1,301 

382 

-920 

973 

307 

-666 

fexlda mW products 

1.B$4 

13 

-1340 

7.297 

62 

•7,235 

5,443 

49 

-5,394 

Apparel orsd occessoidas 

8.$97 

30 

-8,567 

36,153 

27 

-26,126 

17656 

-3 

•17.559 

Leo tfirr and otHed products 

12,012 

90 

•11,922 

30,431 

200 

•20631 

6419 

110 

6,309 

Industrial supplies 

9,S7i 

3J39 

-6,332 

33,071 

11,775 

•21695 

23600 

8637 

•14,963 

Woodproducts 

887 

25 

•862 

2,765 

69 

•2696 

1678 

44 

•1,834 

Paper 

706 

SOI 

•305 

2,613 

1.355 

•1,459 

2,107 

854 

•US3 

Pfirtted matter and 
related pforhicts 

730 

44 

-686 

2,295 

155 

•2.139 

1,564 

111 

-1,453 

Petroleum ortdcoalprorlucts 

237 

88 

-149 

393 

375 

-18 

156 

287 

131 

Chemicals 

1,810 

1180 

369 

9697 

6,566 

•1,130 

7,886 

6687 

-1,500 

Plastks and rubber products 

2,707 

201 

•2,506 

10,011 

752 

•9.259 

7604 

551 

6,752 

AfonmetaMk mineral products 

2,493 

301 

•2,292 

5,097 

503 

•4,594 

2,604 

302 

•2,302 

Durable goods 

67,883 

11,160 

■56,714 

242,595 

33,202 

•209,393 

174,712 

22633 

•152,678 

Primary metol 

794 

236 

•558 

10,601 

2,925 

•7675 

9607 

2690 

•7,117 

Fabrfeofed metol products 

3,862 

291 

•3,571 

14,838 

1,304 

-13.534 

10.976 

1613 

•9,962 

Atot specified metof industries 



0 



0 

0 

0 

0 

Machirtery, except electrical 

4.S18 

2,430 

-3,068 

17,569 

7,218 

-16352 

13652 

4,788 

6.264 

Computer and efectronfc parts 

24,304 

4,446 

-19,858 

110,991 

11,074 

-99.917 

86,687 

6628 

-80,059 

Computer and peripheral 
equipment 

8,174 

1,182 

•6991 

46,035 

1,321 

-44,714 

37662 

139 

•37,723 

Communfcatfons, oudfo 
and video equipmettt 

9,395 

836 

-8,559 

46,798 

908 

^5690 

37,403 

72 

-37,331 

NavigatiorusL measuring, 
electromecUcal, and 
control Instruments 

1,237 

822 

•415 

4.402 

2,703 

-1699 

3,165 

1681 

-1.284 

Semlcoryductor and ottier 
rtectronfc components A 
mognetfc ar>d optf cat 
media production 

5,499 

1,606 

•3,893 

13,755 

6141 

•7614 

8.256 

4635 

•3.721 

flectrkol equipasent 
opphatKes, artd comporsent 

a997 

457 

•6540 

22,156 

1648 

•20,508 

13,159 

1,191 

•11,968 

cont. on page? 
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TABLE 2 (CONT.) 


Trade with China by industry, 2001-08 (millions of dollars)* 


2001 2008 Chang* In 2001 -08 



knpatu 

Exports 

Net 

exports 

fmiports 

Exports 

Net 

exports 

Anportt 

Exports 

NH 

exports 

Tron$portatiof» tquipmtnt 

1.816 

2.837 

1.020 

ij066 

7.478 

-588 

6.250 

4.642 

-1308 

Motor vehkiei andpartt 

1,046 

264 

•762 

6.039 

1.81S 

•4.224 

4.993 

1351 

•3.443 

AtroiptKt product ond ports 

88 

ISSS 

2.467 

387 

5.429 

5.042 

299 

2374 

2375 

KoUroad, ship, ond other 
transportation ttfuipmtnt 

682 

17 

-66S 

1A39 

234 

•1.405 

957 

217 

•740 

fomitun and hxtures 

4.942 

20 

•4.922 

14320 

91 

•14.429 

9,579 

72 

•9,507 

Mistedontous manufactured 
commodities 

18.6S0 

4S3 

-18.197 

43354 

1.464 

-42.390 

25.204 

1311 

-24,193 

Information 

6 

0 

•6 

2 

23 

21 

■4 

23 

28 

Scrap and 

non-comparabk imporu 

194 

IX>79 

884 

449 

7.541 

7.092 

255 

6.462 

6,208 

TOTAL 

102.066 

17.886 

-84.180 

337.435 

66.935 

•270.500 

235.369 

49.049 

•186.320 


* Totals vary slightly due lo rourKfing 

SOURCE: IPi analysis of Census Bureau ITC and 6LS data. 


also developed a rapidly growing trade surplus in high 
technology products. 

U.S. trade with China in 2001 and 2008 issumnwized 
in Table 2. Trade Bows increased dramatically in this 
period, especially imports, which rose from $102 billion 
in 2001 to $337 billion in 2008.^ Manufactured goods 
were 99% of total imports and included a wide array of 
commodities. Computer and electronic products were 
responsible for one-third of total imports, including 
computer equipment ($46 billion, or 13.6%) and com- 
munications. audio, and video equipment ($47 billion, 
13.9%). Other major imponing sectors included apparel 
($26 billion. 7.8%) and miscellaneous manufactured 
products ($44 billion, 13.0%). 

U.S. exports rose rapidly in this period, but from a 
much smaller base, from S 1 8 billion in 2001 to $67 billion 
in 2008. Manufacturing was the top industry exporting to 
China — 72% of exports to China in 2008 were manu- 
factured goods. Scrap and second-hand goods industries 
(that support no jobs in the BL5 models) made up 1 1.3% 
($7.5 billion) of the total. Within manufacturing, key 
export seaors included chemicals ($8.6 billion, or 12.8% 
of total exports), aerospace products and parts ($5.4 


billion, 8.1%), machinery ($7.2 billion, 10.8%), and 
semiconductors and components ($6.1 billion, 9.2%). 
However, the scale of U.S. exports is dwarfed by imports, 
which exceeded the value of exports by more than 5 to I. 

The data in Table 2 show that China is rapidly 
diversifying its export Uase and expanding into higher 
value-added commodities .such as computer and elec- 
tronic products, aircraft, and auto parts and machiner)'. 
The United States has had a trade deficit with China in 
advanced technology products (ATP) throughout this 
period, but it increased more than six-fold, from $1 1.8 
billion in 2002 to $74.0 billion In 2008. 

The United States had a deficit In its ATP trade with 
the rest of the world in 2002. However, rapid growth of 
U.S. ATP exports to the rest of the world, which increased 
7.1% per year between 2002 and 2008, generated a $13 
billion surplus in 2008. This sector is enjoying some trade 
success at the moment. However, this small surplus was 
completely overwhelmed by the U.S. ATP deficit with 
China in 2008. As a result, the United States ran an over- 
all deficit in ATP products in 2008, as is has in every year 
since 2002. The U.S. global ATP trade deficit was $61.1 
billion in 2008. 
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1 TABLE 3 1 

Change in net jobs created or displaced by industry, 2001-08 




Industry total* 

Share of total 

Agriculturt. forestry, fisheries 


27.300 

-1.116 

Mining 


•S.300 

0.2 

Oil and gas 


-1.300 

0.1 

Minerals and ores 


-4,000 

0.2 

Utilities 


•6.800 

0.3 

Construrtion 


■13,700 

0.6 

Manufacturirtg 


-1.616,300 

66.9 

Noo-durable goods 


•301.000 

123 

Food and kindred products 


■7.900 

0.3 

Beverage attd tobacco products 


•200 

0.0 

Textiles and fabrics 


•S5.100 

2.3 

Textile mHI products 


■33.100 

1.4 

Apparel and accessories 


-150.200 

6.2 

Leather and cilied products 


■54.d00 

2.3 

industricd supplies 


-177.600 

7.4 

Wood prodwts 


-20,900 

0.9 

Paper 


-23,100 

1.0 

Printed matter and related products 


-31,100 

1.3 

Petroleum and coal products 


-1,400 

0.1 

Chemicals 


■21,900 

0.9 

Plastics and rubber products 


-59,200 

2.4 

Norunetallk mineral products 


■20.100 

0.8 

Durable goods 


■1.137.700 

47.1 

Prirrtary metal 


■40.000 

1.7 

fabrkoted metal prodttcts 


•108,700 

4.5 

Not specified metal industries 


0 

0.0 

Machinery, except electrical 


■54,200 

2.2 

Computer and electronic parts 


-627,700 

26.0 

Computer and peripheral equipment 


•330,200 

13.7 

Communications, audio and video equipment 


•148.600 

6.2 

Navigational, measurfrtg. electromedical, and control instruments 

•11,500 

0.5 

Semiconductor end other electronic components A 
rrtagnetic artd optical media production 


•137.400 

5.7 

electrical equipment, appiionces, and component 


■63,900 

2.6 

Transportation equipment 


•22,1W 

0.9 

Motor vehicles and parts 


•25,100 

1.0 

Aerospace product and parts 


6,000 

-0.2 

Pailroad, ship, and other transportation equipment 


-2,900 

0.1 

cont. on page 9 
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[ TABLE 3 (CONT.) I 

Change in net jobs created or displaced by industry, 2001-08 



Industry total* 

Share of total 

fum/ture and Axtv/rr 

-B4.300 

3.5% 

Miscettomous monufocturtd commodifies 

•136.900 

5.7 

Other not speciM 

0 

0.0 

Wholeutle trade 

0 

0.0 

Retail trade 

0 

OjO 

Transportation 

•103.000 

4.3 

Information 

•98,100 

4.1 

finorKe and insurance 

•S2.S00 

22 

Real estate and rental and /easing 

•22.900 

0.9 

Professiontd, sc/enfrfic and tec/m/coi services 

•139.000 

5.8 

Monogemenf of companies and enterprises 

•72.700 

3.0 

Administrative and support and waste mgmt. and remediation svs. 

-1S3.300 

6J 

fducofion services 

•5.600 

0.2 

Health core and social assistance 

•900 

OjO 

Arts, entertainment and recreation 

•14.300 

0.6 

Accomodation and food services 

•52.300 

22 

Other services 

•26.700 

1.1 

Government 

•58,600 

2.4 

Scrap and non-comparable imports 

0 

OjO 

Total )ol»s created or displaced 

•2.4)4.900 

100.0 

* Totals vary slightly due to rounding 

SOURCE: EPI arutydsoTCeruus Bureau. ITC and BIS data 


Trade deficits are highly correlated with job losses 
by industry, as shown in Tabic 3. Growing trade deficits 
with China eliminated 1,616.300 manufacturing jobs 
between 2001 and 2008, more than rwo>thirds (66.9%) 
of the total. By iar the largest job losses occurred in the 
computer and electronic products sectors, which lost 
nearly 627,700 jobs (26.0% of the 2.4 million jobs lost 
overall). This sector included computer and peripheral 
equipment (330,200 jobs, 13.7%) and semiconductors 
and componenLs (137,400 jobs. 5.7%). Other haid-hit 
sectors included apparel and accessories (130.200 jobs, 
6.2%). fabricated metal products (108,700 jobs. 4. 5%). 
and miscellaneous manufaauring (136.900 jobs, 5.7%). 
Several service industries, which provide key inputs to 


traded-goods produaion. experienced large job losses, in- 
cluding adminiittrativc and support services (153.300 
jobs. 6.3%) and professional, scientific, and technical 
services (139.000 jobs. 3.8%). 

Trade, jobs, and the states 

Growth in trade deficits with China has reduced demand 
for goods produced in every region of the United States 
.ind has led to job displacement in all 50 states and the 
District of Columbia, as shown in Tabic 4a. Jobs displaced 
due to growing deficits with China exceeded t.95% of 
total employment in .states such as New Hamp.shire. North 
Carolina. Massachusetts. California. Oregon, Minnesota, 
Rhode Island, Alabama, Idaho, and South Carolina, as 
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TABLE 

4A 


Net job loss due to growing trade deficits with China 2001 -08, 
ranked by share of state employment 


NttjQb* lost 

Total 

•mploymtnt* 

Share of total state 
employment 

New HofnpiNft 

10.300 

694,200 

2J5% 

North CeroUna 

95.100 

4,133.000 

2.30 

Mouachutetn 

72.800 

3.241,300 

24t5 

CeUfornIa 

370.000 

16.565.000 

2.23 

Ortgon 

38.600 

1,764,400 

2.19 

Minnesota 

58.800 

2.713.700 

2.17 

Phode Island 

10.600 

526,500 

3X)I 

Alabama 

39.300 

1,995,900 

1.97 

Idaho 

13.500 

685,800 

1.97 

South Carolina 

38.400 

1.950.800 

1.97 

Vermont 

6,200 

329.700 

1.88 

Coktrodo 

45.200 

2,424,500 

1.86 

Tennessee 

51.400 

2,778,500 

1.85 

Wisconsin 

52.300 

2,849,100 

1.84 

Indiana 

54,900 

3,000,700 

1.83 

Texas 

193.700 

10,602,400 

1.83 

Georgia 

78.100 

4,310,000 

1.81 

llUrtoiS 

105.500 

6,067,800 

1.73 

Kentucky 

32.200 

1,863,500 

1.73 

Ohio 

91.800 

5,412,100 

1.70 

Puerto Hko 

20.000 

1,199,900 

1.67 

Pettntylvania 

95.700 

5,825,400 

1.64 

New Jersey 

69.100 

4,212,200 


Mississippi 

19.400 

1,201,700 

1.61 

Arkansas 

19.800 

1,237.400 

1.60 

New York 

140.500 

8,954,600 

1.57 

Connecticut 

27.300 

1,742,300 

1J7 

Utah 

19.200 

1,228.900 

1J6 

Mkhigan 

68.300 

4,552,700 

1.50 

Ariiorta 

40.200 

2.756,400 

1.46 

Washington 

44.300 

3,051.500 

1.45 

Mairte 

9.400 

656,400 

1.43 

Missouri 

38.700 

2.774.000 

1.40 

Virginia 

51.700 

3,739,700 

1.38 

Iowa 

20.900 

1.530,400 

1.37 

Marylond 

36.600 

2.827,400 

U9 

cont. on page 1 1 
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TABLE 4A (CONT.) 


Net job loss due to growing trade deficits with China 2001-08, 
ranked by share of state employment 



Net jobs lost 

ToUl 

employment* 

Share of total state 
employment 

SourA Oakota 

S.200 

407300 

138% 

Oklahoma 

2a700 

1326.900 

1.27 

Kansas 

17.400 

1.380300 

1.26 

FlaiUta 

101.600 

6.204.700 

1.24 

Oe/owore 

5.000 

407,900 

1.23 

NewAfexko 

laooo 

868.100 

132 

Nabroska 

10300 

916.600 

1.18 

Nevada 

13,400 

1.206300 

1.11 

Ustrkt af Columbia 

3.100 

286.400 

1.08 

Mtest Wrginia 

8.000 

753.200 

1.06 

Louisiana 

17.400 

1372,100 

0.93 

North Dakota 

3.100 

336.900 

0.92 

Hawaii 

5.000 

605300 

0.83 

Montarto 

3300 

464,900 

0.77 

Alaska 

X400 

322300 

0.74 

Wyoming 

2.000 

268.800 

0.74 

National plus Puerto Rico total** 

2,414.900 

141.348.700 



• employment In 2005-07. 

** Totals vary slightly due to rounding 

SOURCE: EPI analysts of Census Bureau, ITC and BLS data 


shown in Tabic 4a <ind Figure A. More than 300,000 
jobs were lost in California and more than 100,000 each 
in Texas, New York, Illinois, and Florida, as shown 
in Table 4b. An alphabetical list of job losses by state is 
shown in Table 4c. 

The state job loss map shows that the effects of 
growing trade dchcics with China have been felt widely 
across the United States and that no area has been exempt 
from their impact, job losses have been concentrated in 
states, with high-tech industries such as Massachusetts, 
California, and Oregon, and in a variety of manujaauring 
sutes, including New Hampshire, North Carolina, Minnc- 
sou. Alabama, and Rhode Island. Traditional manufacturing 
states, such as Wisconsin, Tennessee. Indiana, Illinois, and 
the Carolina.s. were also hard hit. 


Crowing trade deficits with China have clearly reduced 
domestic employment in traded goods industries, especially 
in the manufacturing sector, which has l>cen hard hit by 
plant closings and job losses. Workers displaced by trade 
from the manufacturing sector have had particular diffi- 
culty in securing comparable employment elsewhere in the 
economy. More than one-third of workers displaced from 
manufac'turing dropped out of the labor force (Klcncr 
2001, 101, Table D2), and average wages of those who 
found new jobs fell 1 1% to 13%. 

Some economists have argued that job loss numbers 
extrapolated from trade Hows arc uninformative because 
aggregate employment levels in the United States arc set 
by a broad range of macroeconomic influences, not just 
by trade flows. However, while the trade balance is but 
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FIGURE A 


Job loss as share of total state employment, 2001-08 



I ■ 1.7 • 1.97 
I ■ 1.97 -2.9$ 


SOURCE: EPi analysis of Centui Bureau ITC and BIS data. 


one of many variables affecting aggregate job creation, 
the employment impacts of trade identified in this paper 
can be interpreted as the “all else equal” elFca of trade on 
domestic employment. The Federal Reserve, for example, 
may decide to cut interest rates to make up for job loss 
stemming from deteriorating trade balances (or any other 
economic inHuence), leaving net employment unchanged. 
This, however, does not change the (act that trade deficits 
by tJfemsfltvs are a net drain on employment. 

Further, even in the best-case scenario in which other 
jobs rise up one-for-one to replace those displaced by trade 
flows, the job numbers in this paper arc a (conservative) 


measure of the intvluntary job displacement caused by 
growing trade deficits and a potent indicator of imbalance 
in the U.S. labor market and wider economy. F.conomists 
may label it a wash when the loss oi a hundred manufac- 
turing jobs in Ohio or Pennsylvania is offset by the hiring 
of a hundred construction workers in Phoenix, but in the 
real world these displacements often result in large income 
losses and even permanent damage to workers’ earning 
power (Bivens 2008b). 

Lastly, many of the mechanisms that help push back 
against employment losses from growing trade deficits 
are not operating in the current recession (or jobless 
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1 TABLE 4B I 

Net job loss due to growing trade deficits with China 2001 -08, 

ranked by number of jobs displaced 



Net jobs lost 

CaUfomiQ 


370.000 

Ttxos 


193.700 

HfwYotk 


140.SOO 

ttiinoii 


10S.SOO 

f/oridd 


101.600 



95.700 

Herth Caroline 


95.100 

Ohio 


91.800 

Cootgia 


7&IOO 

Mauachuitm 


72.800 

Meiv Jersey 


69.100 

Mkhigon 


68.300 

Minnesoia 


58300 

indiarw 


54,900 

Whconsin 


52.300 

Virginia 


51.700 

Tennessee 


51.400 

Colorado 


45.200 

Washington 


44.300 

Aritotw 


40.200 

Alabama 


39.300 

Missouri 


38.700 

Oregon 


38300 

SoufJi Coroiino 


38,400 

Marylend 


36300 

Kentucky 


32.200 

Connecticut 


27.300 

iowe 


20.900 

Oklahoma 


20.700 

Puerto Rico 


2 aooo 

Arkansas 


19300 

Misshsi^ 


19.400 

Utah 


19.200 

Kansas 


17.400 

Louisiana 


17.400 

Hew Hampsinre 


16.300 

conton page 14 
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TABLE 4B (CONT.) 


Net job loss due to growing trade deficits with China 2001 -08, 
ranked by number of Jobs displaced 


Htt job» 


Moho 

13.SOO 

Ntvodo 

13.400 

Nebraska 

10.800 

Rhode tsiartd 

10.600 

New Mexico 

10.600 

Maine 

9.400 

West Virginia 

8.000 

Vermont 

6J00 

South Dakota 

5.200 

Oelawore 

S.OOO 

HowoM 

5.000 

Montana 

3.600 

Distrkt otCotumbia 

3.100 

North OoJeoto 

3,100 

Alaska 

2.400 

Wyoming 

2.000 

National plus Puerto Rico total* 

2.414,900 


' Totals vary siighlly due to rounding 

SOURCE: EPI an^ysls of Census Bureau, ITC and BLS data 


recovery). The Federal Reserve cannot cut Interest races 
any lower than it already has, and interest-sensitive 
industries like residential construction arc not seeing 
employment gains from lower rates. In short, in todays 
economy with high rates of unemployment, jobs dis- 
placed due to trade deficits with China arc much more 
likely to be actual net. economy-wide losses, not just 
job reallocations. 

Job loss by Congressional district 

This study also reports, for the first time, on results of a 
new model which shows that growing trade deficits cost 
jobs in every Congressional district, including the District 
of Columbia and Puerto Rico.'* Because the computer, 
electronic equipment, and parts industries experienced 
the largest growth in trade deficits with China, the hardest- 


hit Congressional districts were located in California and 
Texas, where remaining jobs in that industr)' are concen- 
trated, and also in North Carolina, which was hard hit by 
job displacement in a variety of manu&cturing industries. 

The top 50 hardest-hit Congressional districts are 
shown in Table 5. The greatest concentrations of these 
districts arc in California (15), Texas (5). North Carolina 
(5), M.'issachusctts (4), Minnesota (3), South Carolina (3). 
Colorado (2), and Illinois (2). These distributions reflect 
both the size of some states (c.g.. California and Texas) and 
also the concentration of the industries hardest hit such as 
electronics, furniture, and other manufactured products. 

Tlie Congressional district job model is based on new 
data from the Census Bureaus American Communit}' 
Sur\'ey (ACS). Prior studies in this series (such as Scott 
2008) used state and demographic data drawn from the 
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1 TABLE 4C 1 

Net job loss due to growing trade deficits with China 2001 -08, 


alphabetically sorted 

Net jobs lost 

Ato&o/no 


39.300 

Alaska 


2.400 

Arizona 


40.200 

Arkansas 


19.BOO 

Callfyrnio 


370.000 

Cohrado 


4S.200 

Connecticut 


27.300 

Dtlawart 


$.000 

Dhtrict of Columbia 


3.100 

Florida 


101.600 

Georgia 


78.100 

Hawaii 


$.000 

Idaho 


13.SOO 

Illinois 


10S.SOO 

Indiorta 


S4.900 

Iowa 


20.900 

Kansas 


17.400 

Kentucky 


32.200 

Louisiano 


17.400 

Maine 


9.400 

Maryland 


36,600 

Massachusetts 


72.800 

Mkhigon 


68,300 

Minnesota 


$8300 

Mississippi 


19.400 

Missouri 


38.700 

Montano 


3300 

Nebraska 


10300 

Nevada 


13.400 

NewHampsNre 


16.300 

NewJersey 


69.100 

New Mexico 


10300 

New York 


I4O.S0O 

North Caroiina 


9S.100 

North Dakota 


3.100 

Ohio 


91300 

cont. on page 1 6 
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1 TABLE 4C (CONT.) I 

Net job loss due to growing trade deficits with China 2001-08, 


alphabetically sorted 

Net jobs lost 

Okkihomo 


2^700 

Ortgon 


38.600 

Ptnnsylvonia 


95.700 

Pur/To Rico 


20.000 

Rhodt Island 


10,600 

South Carohno 


38.400 

South Dakota 


5.200 

Ttnntsstt 


51,400 

Ttxtts 


193,700 

Utah 


19.200 

Vermont 


6.200 

Virginia 


51,700 

Washington 


44,300 

¥/«st Virginia 


8.000 

Wisconsin 


52,300 

Wyoming 


2,000 

National plus Puerto Rko total* 

2,414.900 

* Totals vary slightly due to rountSn^ 

SOURCE: EPI analysis of Census Bureau nc. and BLS data 


Census Bureaus Curreni Population Survey (CPS). The 
Current Population Survey (CPS) provides labor force 
estimates for various demographic groups at the nationaJ 
and state levels. It is a monthly surs'cy of about 50,000 
housing units that is conducted by the U.S. Bureau of 
Census (BOC) for the U.S. Bureau of Labor Statistics 
(BLS). According to the Census Bureau. 

The American Community Survey (ACS) is a 
new program that is meant to collect census 
'‘long form” type data giving basic population 
characteristics continuously throughout the 
decade. Starting in 2003, the ACS will use a rolling 
sample of about 250.000 different housing units 
per month, spread evenly throu^out the country, 
based on a continuously updated address list. 


Both the regular availability of “census*' type data 
and the updated address list provide opportunities 
and additional flexibility for the CPS design 
and estimates. 

The greatest potential benefit to BLS from the 
ACS, because of its laige sample size of 3,000.000 
addresses per year, lies in enhancements of the 
models for labor force estimates at the state and 
sub-state levels." 

The ACS thus provides a much richer dataset for analyzing 
the effects of trade on employment in the states and. for 
the first time, provides information that was used to 
estimate the distribution of employment by industry at 
the Congressional district level. 
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TABLE 5 


Net job loss due to growing trade deficits with China, 2001-08: 
Top 50 Congressional districts 


St«t* 

Congressional 

district 

Nat job* lost 

Total 

amploymant* 

Share of total 
amploymant 

CMfomio 

IS 

26,900 

324.600 

8.29% 

C<difomio 

14 

20.300 

320.700 

&33 

Cotifomio 

16 

18.200 

303,700 

5.99 

Texas 

31 

14,900 

338.200 

4.41 

Calihfruo 

13 

13/400 

313,900 

4.27 

ColKofnia 

31 

11.400 

291.600 

3.91 

Mossochuselts 

S 

12.200 

317.400 

334 

Texas 

10 

16.500 

436.900 

3.78 

Oregon 

1 

14.600 

388,100 

3.76 

Califofnia 

34 

9.600 

262.800 

335 

North Carotina 

10 

10.700 

301.100 

3.55 

Massachusetts 

3 

10.800 

322.800 

3.35 

North Carolina 

6 

10.700 

332.100 

332 

Georgia 

9 

11.100 

352.100 

3.15 

North Catolirta 

4 

11.700 

384300 

334 

CoUfomla 

SO 

10.100 

344.500 

2.93 

CaliforTtIa 

47 

8,300 

285.900 

2.90 

North Cart>lirta 

5 

9,300 

321.700 

239 

Texas 

3 

12.000 

418.300 

237 

Alabama 

S 

8.600 

302.400 

234 

Califomia 

35 

7.900 

281300 

231 

Minnesota 

2 

10.900 

389.200 

230 

Califomia 

32 

7.800 

281300 

2.77 

Califomia 

38 

7.700 

282.400 

2.73 

Texas 

25 

10.300 

377300 

2.73 

Minnesota 

1 

9.000 

334,100 

239 

Illinois 

8 

10.200 

379300 

239 

Colorado 

4 

9,300 

352.500 

234 

South Carolina 

5 

8.200 

311.100 

234 

Mississippi 

1 

8,500 

325.000 

232 

Minnesota 

3 

9,100 

350.300 

230 

CoMomio 

39 

7.500 

289.300 

2.59 

Alabama 

4 

7.000 

274,300 

2.55 

North Carolina 

13 

8.800 

344.900 

2.55 

Massachusetts 

2 

8,100 

318300 

2.54 

South Carolina 

4 

8.500 

336.400 

233 


cont. on page 1 8 
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1 TABLE 5 (CONT.l I 

Net job loss due to growing trade deficits with China, 2001 

O 

op 


Top 50 Congresssional districts 



Congressional 


Total 

Share of total 

State 

distrkt 

Net jobs lost 

Employment* 

employment 

Catrfomio 

11 

8.800 

349,500 

232% 

Coliforma 

48 

6,800 

351,200 

2.51 

Indhuie 

3 

8,600 

346.800 

2.46 

AtaOama 

3 

6,800 

274300 

2.47 

CotofOtSo 

2 

9,400 

360.500 

2.47 


1 

8,600 

359,700 

2.45 

New 

2 

6,300 

344.100 

2.41 

South CorohfMi 

3 

7,300 

305,200 

2J9 

Mossochutetts 

4 

7.700 

326,500 

2.36 

Kentucky 

6 

8.400 

357,200 

2.35 

Colitomla 

40 

7.S00 

320300 

2.34 

New 

1 

6,000 

350,100 

2.29 

Hlinois 

6 

7.900 

346,100 

2.26 

Texas 

16 

6.000 

262.900 

2.26 

* AveraQC employment m 2005-07 





SOURCE: EPI arutysM a( Census Bumui. ITC and BIS data 





'the CPS d^ta suffered from small sample sizes in 
some smaller states with lower industrial densities, which 
may have resulted in some underestimates of employment 
by state. More important, the ACS sample used for this 
survey contained pooled data for the 2005-07 period. The 
large number (approximately 9 million) of observations in 
this dataset allosvcd for the generation of reliable estimates 
of job displacement by Congressional district. 

Conclusion 

*rhc growing U.S. trade deficit with China has displaced 
huge numbers of jobs in the United States and has been 
a prime contributor to the crisis in manufacturing em- 
ployment over the past seven years. Moreover, the United 
States is piling up foreign debt, losing export capacity, and 
&cing a more fragile macroeconomic environment. 

Is America’s loss Chinas gain? The answer is most 
certainly no. C3hina has become dependent on the U.S. 
consumer market for employment generation, suppressed 


the purchasing power of its own middle class with a weak 
currency, and. most important, held trillions of dollars 
in hard currency reserves instead of investing them in 
public goods that could benefit Chinese households. Its 
vast purchases of foreign exchange reserves have stimulated 
the overheating of its domestic economy, and inflation in 
China has accelerated rapidly in the past year. Its repres- 
sion of labor rights has suppressed wages, thereby artifi- 
cially subsidizing exports. 

The U.$-China trade relationship needs a fundamental 
change. Addressing the exchange rate policies and labor 
standards issues in the Chinese economy are important 
first steps. 

— V/e autfjor iftanks Algernon Austin, 
Josh Bivens, ami John irons for comments. 

— This research ivas made possible by support Jrom tire 
Alliance for American Manufacturing. 
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APPENDIX 


Methodology 

Ihc trade and cnif'Knment analyses in this report arc 
based on a detailed, industry>bascd study of the relation* 
ships between changes in trade flows and employment for 
each of approximately 201 individual industries of the 
U.S. economy, specially grouped into 56 custom sectors 
and using North American Industry Classification System 
(NAICS) data obtained from the U.S. International Trade 
Commission (USITC). 

This study separates exports produced domestically 
from foreign exports — which are goods produced in other 
countries, exported to the United States, and then re* 
exported from the United States. However, because only 
domestically produced exports generate jobs in the United 
States, employment calculations here are based only on 
domestic exports. The measure of the net impact of trade 
used here to calculate the employment content of trade is 
the difference between domestic exports and consump* 
lion imports. This measure is referred to in this report as 
“net exports," to distinguish it from the more commonly 
reported gross trade balance. Both concepts are measures 
of net trade flows. 

The number of jobs supported by $1 million of exports 
or impom for each of 201 different U.S. industries is 
estimated using a labor requirements model derived from 
an input*output table des'elopcd by the U.S. Bureau of 
Labor Statistics. This model includes both the direct 
effects of changes in output (for example, the number of 
jobs supported by $1 million of auto assembly) and the 
indirect effects on industries that supply goods used in the 
manufacture of cars. The indirect impacts include jobs in 
auto parts, steel, and rubber, os well as service industries 
such as accounting, finance, and computer programming. 
This model estimates the labor content of trade using 
empirical estimates of labor content and trade flows 
between U.S. indu.stries in a given base year (an input* 
output table for the year 2006 was used in this study) that 
were developed by the U.S. Department of G>mmcrce and 


the Bureau of Labor Statistics. It is not a statistical survey 
of actual jobs gained or lost in individual companies, or 
the opening or closing of particular production facilities 
(Bronfenbrenner and Luce 2004 is one of the few studies 
based on news reports of individual plant closings). 

Nominal trade data used in this analysis were converted 
to constant 2000 dollars u.sing industry>$pecific deflators 
(see next section for further details). This was necessary 
because the labor requirements table was estimated using 
price levels in that year. Data on real trade flows were con- 
verted to constant 2000 dollars using export and import 
price deflators from the Bureau of Labor Statistics (2009a). 
Use of constant 2000 dollars was required for consistency 
with the other BLS models used in this study. 

Estimation and data sources 

Data requirements 

Step J. U.S.-China trade data were obtained from the 
USITC DataWeb (2009) in four-digit, thrcc*digii. and 
two-digit NAICS format. Consumption imports and 
domestic exports arc downloaded for each year. 

Step 2. To conform to the BI.S Employment Require- 
ments tables (BLS 2009b). trade data must be converted 
into the BLS industry classifications system, for NAICS* 
based data, there arc 201 BLS industries. The data arc then 
mapped from NAICS classifications onto their respectiNr 
B1.5 cla.ssif)caiion. 

The trade data, which are in current dollars, are 
deflated into real 2000 dollars using published price 
deflators from the Bureau of Labor Statistics (2009a). 

Step 3- BLS real domestic employment requirements 
tables are downloaded from the BLS. These matrices arc 
input-output tables industry by industry that show the 
employment requirements for $1,000,000 in outputs in 
2000 dollars. So, for the i-th industry, the a^ entry is 
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the employment indirectly supported in industry i by 
final sales in industry j and where iaj, the employment 
directly supported. 

Analysis 

St^ /. Job equivalents 

BLS trade data is compiled into matrices. Let [r^,] be 
the 201x2 matrix made up of a column of imports and a 
column of exports. is defined as the 201x2 matrix 

of 2007 trade data. Finally, (7*^) is defined as the 201x2 
matrix of 2008 trade data. Define (£^,) as the 201x201 
matrix consisting of the real 2006 domestic employment 
requirements tables. To estimate the jobs displaced by 
trade, perform the following matrix operations. 

l/joui) ^ 201x2 matrix of job displacement by imports 
and jobs supported by exports for each of 201 industries. 
Similarly, and I/jookI 201x2 matrices of job dis- 
placed or supported by imports and exports (respectively) 
for each of 201 industries. 

The employment estimates for retail trade, wholesale 
trade, and advertising were set to zero for this analysis. We 
assume that goods must be sold and advertised whether 
they are produced in the United States or imported 
for consumption. 

To estimate jobs crcated/lost over certain time periods, 
we perform the following operations: 

Step 2. State-by-state analysis 

For states, employment by industry data is obuined for 
the ACS data from 2005-07 and is mapped into 56 
custom sectors. We look at job displacement from 2001 
to 2008, so from this point, we use \J^^ j,]. In order to 
work with 56 sectors, we group the 201 BLS industries 
into a new matrix, defined as a 56x2 matrix of 


job dispbeement numbers. Define as the 56x52 ma- 

trix of state employment shares (with the addition of the 
District of Columbia and Puerto Rico) of employment in 
each industry. Calculate: 

Where is the 56x52 matrix of job displacement/ 

support by state by industry. To get state total job dis- 
placement, we add up the subsectors in each state. 

Step 3. Concessional district analysis 
Employment by congressional district by industry by state 
is obtained Irom the ACS data from 2005-2007. In order 
to calculate job displacement in each Congressional dis- 
trict. we use each column In which represent 

individual state job displacement by industry numbers, 
and define them as with / rep- 

resenting the state number and each matrix being 56x1. 

Each state has Y congressional districts, so {Cd\ is 
defined as the 36xK matrix of Congressional district 
employment shares for each state. Congressional district 
shares arc calculated thus: 

[CdjjASo^ViCdj 

Where [Cdj^ is defined as the 56xKjob displacement in 
state / by congressional distria by industry. 

To get Congressional distria total job displacement, 
we add up the subsectors in each Congressional district in 
each state. 
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Endnotes 

1 . Ificsc purchases wrnr suflicieni (o finance the entire U.S. current 
account deficit in 2009 (the broadest measure of all U.S. trade 
and irKomc flotvs) of $420 billion. Without these purchases, the 
reduced demand would have put significant downward pressure 
on the U.S. dollar. A substantial depreciation in the dollar would 
begin to improve the U.S. trade dc&it within a few }Tars. 

2. Ihc official name ofthc Chinese currency is the renminbi (Rh(B). 
Ihc RMB is convertible for current account traiuactions but not 
for capital acoouni flows. *Unlike the United States and many 
other countries. China uses a different word — yuan — for the unit 
in which product prices, exchange rates, and other such values are 
derraminated from the word used for its currency’ (Congressional 
Budget Office 2008, note 3). Here after, the word yuan will be 
used when referring to the Chitsesc exchange rate. 

3. Ihc trade balance usually responds to a fail in the dollar with a 
substantial lag of at least one to two years, due to ’J-curve’ eflects. 
'Ihe tnalor initial impcc of a depreciation is usually to raiK the 
price and total value of imports, and hence the trade deficit. In 
the medium* and long-term, the trade flows usually respond to 
the increase in the relative competitiveness of domestic products 
as the rate of growth of imports slcrws or imports decrease, aisd 
the rate of growth of exports accelerates, ultimately leading to an 
improvement in the trade balance for la^ currency adiusimenis. 
Most of the dollar adjustment against major currencies occurred 
between februar)' 2002 and Oeixmbcf 2004. For example, the 
dollar fell 36.4% against the euro in this period, and then ^11 only 
4.0% between December 2004 arsd December 2007. 

4. If maintained, price suppression (in response to recent apprecia- 
tion of the yuan) is likely to result in an increase in unfair trade 
complainrs. In fixe, a number of successful anti-dumping cases 
were filed against Chinese makers of steel pipe in 2008 and 2009, 
including Oil Country Tubular Goods. 

5. NeufHaur with Jim l^frrr Wituen^. 1999. ’Online NewsHour 
Opening Trade • November IS, 1999.’ <htip;y/wsvw.pbs.org/ 
nicwshourfbb/asia/iuly-dec99/wto_I l-IS-himl > 

6. Output (gross domestic product or GDP) is the sum of coruump- 
lion. investment, goveminait spending, and the trade balance. Ihe 
trade balance b the sum of exports less imports. A declining trade 
balance lowers GDP 1lie growth of the U.S. trade deficit with 
Chiru has therefore reduced U.S. GDP and the demand for labor. 
Holding all odter sources of demand constant, growing trade deficiu 
tbct c f o ie reduce the demand for labor in the United States. 

7. Sec the Appendix for a technical presentation and dccatU on data 
sources used. Thu model has been completely updated and ex- 
panded for this study using new data on employment by .state, in- 
dustry, and Cor^;rcsslonal District from the American Community 
Survey, and employment ret^uirctiKncs tables for 2006 and lelaicd 
economic data from the Bureau of Labor Statinics (2009a. 2009b). 
Trade data coUccted by the U.S. Census Bureau were downloaded 
from the U,S. International Trade Commission (2009). 

8. For the purposes of this report it is necessary to dbiinguish between 
exporu produced dotnestkally and te-exports — which are goods 
produced in other countries, imported into the United States, and 
then re-exported to other countries, in thu case to China. Snee 
re-exporu ate twf produced domesrically. their production docs 
not support domestic employment and they arc excluded from ilte 
model used here. Sec Table 1 for infortruiion about the Icveb of 
U.S. re-exports to China in 2008. 


9. Table 2 reports U.S. imports for consumption and domestic 
exports to Qiina. These Hows were chosen to emphasize goods 
pnxItKcd and coruunsed in the United Slates. News reports from 
the Census Bureau and Commerce Department usually empha- 
size general imports and total exports. Total exports as reponed 
by the Census Bureau iiKlude rr-expons. i.e., goods produced 
in ocher countries and shipped through the United States. For 
2007, the Census Bureau reported general imports from China of 
$337.8 billion, total exports of $71.5 billion, and a trade balance 
of -$266.3 billion. 

1 0. Data for 437 districts total are shown in companion lablea avail- 
able with the posting of this rq»n at www.EPI.esrg. 

1 1. hup://www.fcsm.gov/99papers/acsau.himl 
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Ms. SANCHEZ. Thank you. And in my limited time, I want to 
ask Mr. Presto witz: In your written testimony, you conclude that 
tax holidays, capital grants, and other incentives used to bribe 
global corporations with regard to the location of their plants, labs, 
and headquarters have to be subject to common WTO and IMF dis- 
cipline. 

And I was wondering if you could elaborate a little bit more on 
that. 
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One set of countries is playing a game that I would call dirty free 
trade. The markets are pretty open. I mean, our market is pretty 
open. It is not fully open, but it is pretty open. And they are play- 
ing in terms of market outcomes being acceptable, legitimate out- 
comes. 

Another set of countries is playing the strategic, export-led catch- 
up game. It is like having two teams. One is playing football and 
one is playing baseball. But the premise of this discussion is every- 
body is playing baseball. 

The truth is, everybody is not playing baseball. And we have an 
incompatibility between these two systems. It manifests itself in 
the currency. It manifests itself in the current account imbalances. 
And it is driven not just by — it is driven by a whole set of factors. 

It is driven by one set of countries has strong incentive to save. 
The other set of countries tends to be high consumption. One set 
of countries manages its currency, provides export subsidies, offers 
aggressive investment incentives in order to attract investment, to 
attract technology flows, manages limits, restricts/guides entrance 
into its own market. The other set of countries allows pretty free 
entry. 

And we are having a clash of those two systems. And part of that 
clash needs to be addressed, in my view, through the currency 
problem, as we have discussed today. But the currency issue won’t 
solve the whole clash. 

Intel, for example — if there is one product in which the United 
States has a classic competitive advantage, it has to be Intel’s 
microprocessors. They make 85 percent of the world’s computer 
microprocessors, and they make 80 percent of them in the United 
States. So we have a competitive advantage. 

Intel has just announced a major factory in China. Now, is the 
production cost of those microprocessors going to be less in China? 
Not really. It is not labor-intensive. It is capital-intensive. And 
Intel is getting a huge tax and capital package in order to induce 
a location of that factory. 

And that is not the only reason that Intel put the factory there, 
but it is an important one. And it is something that we have not 
been addressing. And yet if we do all the things that we think need 
to be done in terms of currency adjustment, that factor alone, that 
strong financial incentive, will continue to tend to draw competitive 
production facilities out of the U.S. into China and into other coun- 
tries thaj: pursue the same 

Ms. SANCHEZ. Resulting in job losses here in the United States. 

With respect to — and I love the phrase that you used, dirty free 
trade, because I think that says it all. Do you think that the same 
might also be true for labor and environmental laws, i.e. countries 
that have much more lax laws can lure global companies to locate 
there at the cost of those who actually have decent labor standards 
and environmental standards? 

Mr. PRESTOWITZ. Yes. Certainly. That is a serious concern, 
yes. 

Ms. SANCHEZ. And doesn’t that then pretty much create this 
race to the bottom of, you know, companies moving to the place 
with the least amount of 
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Mr. PRESTOWITZ. That is certainly a consideration in some of 
the shifts that are made in production locations, moreso in some 
industries than in other industries. 

Ms. SANCHEZ. So, I mean, in essence, if you follow that line of 
reasoning to its logical conclusion, it is not really workers that end 
up henefitting or end up, you know, doing better or having in- 
creased opportunities over the long run. You have people who have 
the ability to move capital and facilities that continue to profit off 
of 

And the difficulty is that in the relationship between us and 
China and a number of other developing countries, we are playing 
as if we have deep integration, but we don’t have the rules and the 
institutions to facilitate it. 

So if I could just pose one last question? An additional 15 sec- 
onds? It is a yes or no question, so it should be 

Mr. CAMP. She has been given double the time any other mem- 
ber has gotten. 

Ms. SANCHEZ. All right. I will submit in writing, and I will 
yield back. 

Chairman LEVIN. All right. Well, she was last and the most pa- 
tient, so I thought she might have a few extra moments. 

Mr. CAMP. And she did receive them. 

Chairman LEVIN. So thank you very, very much. This has been 
especially illuminating, really. I think you have been able to out- 
line what the challenges are, and to outline some alternatives, and 
to help us evaluate them. 

So I think, Mr. Camp, you join in thanking this particular — if 
you want to say a few words? 

Mr. CAMP. Yes. I just want to thank the panel for their testi- 
mony. It was a very good hearing. And I want to thank the chair- 
man for holding it. 

Chairman LEVIN. We stand adjourned. We beat the bell. Thank 
you. 

[Whereupon, at 12:13 p.m., the committee was adjourned.] 

[Submissions for the Record follow:] 
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U.S. House of Representatives, Committee on Ways and Means 
Hearing on China’s Exchange Rate Policy, Wednesday, March 24, 2010 

Written Submission of 
Terence P. Stewart, Esq., Managing Partner, 

Elizabeth J. Drake, Esq., Associate, 

Law Offices of Stewart and Stewart' 

These eomments are submitted in response to the House Ways and Means Committee’s 
announcement of a Hearing on China’s Exchange Rate Policy, dated March 15, 2010. 

The announeement invited written eomments on, among other things, steps that could be 
taken to address "the immediate and long-term impact of China’s exchange rate policy on 
the U.S. and global economic recoveries and, more specifically, on U.S. job creation.’’ 
The primary objective of these comments is to explain steps that could be taken to 
address China’s exchange rate policy within the U.S. and international legal framework 
governing exchange actions and their impact on trade. In partieular, the comments 
demonstrate that the United States does not need to await a formal determination from the 
IMF that China is manipulating its currency before it can pursue viable elaims against 
China’s trade-distorting exchange rate policies at the WTO. 

I. Introduction 

Economists are in broad agreement that China's exchange rate is substantially 
overvalued, by as much as 40% according to some estimates. Yet there is equally broad 
disagreement about what tools, if any, may be available to the United States to address 
this overvaluation and the severe economic costs it imposes on U.S. firms and workers, 
as well as the risks it poses to the global economy as a whole. These comments outline 
legal approaches the United States may wish to consider to achieve a revaluation of the 
Chinese yuan, consistent with the WTO and IMF obligations of both China and the U.S. 

These comments focus on options available for WTO claims regarding the trade effects 
of China’s exchange rate policies. As a preliminary matter, it must be noted that WTO 
claims provide only one possible avenue for redressing the harmful trade impacts of 
China’s currency practices. The antidumping and countervailing duty laws also provide 
the U.S. Department of Commerce the authority to remedy exchange rate practices that 
injure the domestic industry. Stewart and Stewart is co-counsel in a pending 
countervailing duty investigation before the Department of Commerce where we arc 
urging the department to investigate exchange rate management as a countervailable 
subsidy to the coated paper industry in China.^ The trade remedy laws, when enforced 


' The Law Oftlces of .Stewart and Stewart has more than titty years of experience advocating for U.S. 

industries, farmers, ranchers, and workers in the field of international trade. The firm has extensive 
expertise on GATT and WTO law, as well as China’s role in the international trading system, and the 
firm’s professionals have authored numerous publications and testified frequently on these topics. These 
comments are submitted in the authors’ personal capacity and not on behalf of any individual client. 

^ 'The Department decided not to initiate on the original subsidy allegation relating to China’s exchange 
rate management, but petitioners have submitted additional infomiation and argument in a new subsidy 
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effectively, provide a powerful tool for redressing unfair trade practices such as China’s 
currency practices. Because we believe this tool is already available and the Department 
of Commerce has been specifically asked to investigate the countcrvailability of China’s 
practices, these comments instead focus on other tools for addressing the trade effects of 
China’s currency practices. 

There is a common perception that the IMF must first formally determine that China is 
manipulating its currency in violation of Article lV:l(iii) of the IMF Articles of 
Agreement before a viable WTO claim may be brought regarding the trade efiects of 
China’s exchange rate policy. While a number of analysts have argued that China’s 
exchange rate policies meet the legal definition of currency manipulation in Article 
IV: l(iii),’ the IMF has been hesitant to make such a formal finding it.self and is viewed as 
being constrained by its political structure from doing so. A closer review of WTO and 
IMF rules reveals that viable WTO claims against China’s trade-distorting exchange rate 
policies are available even if the IMF refuses to formally determine that China is 
manipulating its currency in violation of the Fund’s Articles of Agreement. In short, 
there is no need for the U.S. to relinquish its rights at the WTO due to a lack of effective 
action by the IMF. 

II. The Relationship Between IMF and WTO Rights and Obligations 

Both China and the U.S. are members of the IMF and WTO, and they thus enjoy certain 
rights and obligations under both the IMF Articles of Agreement and the WTO 
Agreements. IMF and WTO members (and GATT Contracting Parties before the WTO 
was established) have worked to ensure that membership in both organizations does not 
impose inconsistent obligations.'* In particular, both organizations have established 
mutually reinforcing rules addressing the relationship between exchange rate policies and 
trade. 

Under Article IV:l(iii) of the IMF’s Articles of Agreement, ”... each member shall ... 
avoid manipulating exchange rates or the international monetary system in order to 
prevent effective balance of payments adjustment or to gain an unfair comptetitive 
advantage over other members.” 


allegation to Commerce. The IX-partment has not yet determined whether to initiate an investigation based 
on the new allegation. See Certain Coated Paper Suitable For High Quaiity Print Graphics Using Sheet- 
Fed Presses from the People 's Republic of China: Preliminary Affirmative Countervailing Dut)' 
Determination and Alignment of Final Countervailing Duty Determination with Final Antidumping Duty 
Determiiuilion, 75 Fed. Reg. 10,774, 10,775. 

* See, e.g., Michael Mussa, “IMF Surveillance over China’s U.vchange Rate Policy," Paper presented at 
the Conferenee on China’s lixchange Rate Policy, Peterson Institute for International F.conomics (Oct. 19, 
2007) for a detailed argument that China is in violation of Anicle IV:l(iii). 

* See, e.g., Deborah E. Seigel, Legal Aspects of the iMF/WTO Relationship: The Fund's Articles of 
Agreement and the WTO Agreements, AM. J. iNT’l. L. 561 (2002); Jan Woutersand Dominie Coppens, 
International Economic Policy-Making: Exploring the Legal Linkages Between the World Trade 
Organization and the Bretton Wtntds Institutions, 3 Iter’L ORC. L. 267 (2006). 
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Article 11:3 of the GATT 1994 prohibits a Member from altering its method of converting 
currencies “so as to impair the value of any of the concessions” it has made in its 
schedule of concessions. In addition, the WTO Agreement on Subsidies and 
Counten'ailing Measures includes in its illustrative list of prohibited e.xport subsidies 
“Currency retention schemes or any similar practices which involve a bonus on exports.” 
Ad Note 2 to Article Vl:2 and 3 of GATT 1 994 further states: 

Multiple currency practices can in certain circumstances constitute a 
subsidy to exports which may be met by countervailing duties under 
paragraph 3 or can constitute a fonn of dumping by means of a partial 
depreciation of a country’s currency which may be met by action under 
paragraph 2. By ‘multiple currency practices' is meant practices by 
governments or sanctioned by governments. 

In addition. Article XV:4 of the GATT 1994 states: “Contracting parties shall not, by 
exchange action, frustrate the intent of the provisions of this Agreement, nor, by trade 
action, the intent of the provisions of the Articles of Agreement of the International 
Monetary Fund.”* Article XV:5 also requires the WTO to report to the Fund if it 
considers that “exchange restrictions on payments and transfers in connection with 
imports” being applied by a Member are in violation of GATT rules on quantitative 
restrictions.*’ 

WTO rules also require the WTO to defer to the IMF regarding certain matters within the 
IMF’s jurisdiction. Article XV:2 of the GATT 1994 requires the WTO to, inter alia, 
“accept all findings of statistical and other facts presented by the Fund relating to foreign 
exchange, monetary reserves and balances of payments,” and “accept the determination 
of the Fund as to whether action by a contracting party in exchange matters is in 
accordance with the Articles of Agreement of the International Monetary Fund.” The 
application of these requirements to WTO dispute settlement panels is further discussed 


^ The AJ Note to Article XV:4 stales as Ibilows: 

The word ‘Trustrale" is intended to indicate, for example, that infringements of the letter 
of any Article of this Agreement by exchange action shall not be regarded as a violation 
of that Article if, in practice, there is no appreciable departure from the intent of the 
Anicic. Thus, a contracting party which, as pan of its e.xchange control operated in 
accordance w ith the Articles of Agreement of the International Monetary Fund, requires 
payment to be received for its exports in its own currency or in the currency of one or 
more members of the International Monetary Fund will not thereby be deemed to 
contravene Article XI or Article XIII. Another example would be that of a contracting 
party which speciTies on an import licence the country from w hich the goods may be 
imported, for the purpose not of introducing any additional clement of diserimirtation in 
its import licensing system but of enforcing permissible exchange controls. 

* Apparently the WTO and CiATT before it have never reprtrted to the Fund on a Member’s exchange 
measures under this provision. See Oenerai. AoREEMEm ON Tariees ani> Trade, Anai.ytk al Index 
403 (5* cd. 1994); WoRi.D Trade Organization Analvticai. Index 225 (2'*’ ed. 2007). 
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in Section IV, below. Finally, Article XV:9(a) of the GATT 1994 provides: “Nothing in 
this Agreement shall preclude ... the use by a contracting party of e.\change controls or 
e.xchange restrictions in accordance with the Articles of Agreement of the International 
Monetary Fund ....” 

While both institutions seek coherence in international rules governing trade and 
exchange rate policies, the two institutions have markedly different systems for enforcing 
these rules. The IMF has no member-to-member dispute settlement system, and 
enforcement actions must be undertaken by IMF’s Executive Board. Due to political 
constraints on the Board, the IMF generally relies upon dialogue and persuasion to 
encourage compliance with its obligations rather than outright findings of violation. 
Indeed, in the more than thirty years since Article IV of the IMF Articles of Agreement 
was ratified, the IMF Executive Board has never concluded that a member was in 
violation of the exchange rate policy obligations of the article.’ In 2007, the IMF 
Executive Board adopted a new Decision on Bilateral Surveillance of Members’ Policies 
under Article IV, which realTirmed that "Dialogue and persuasion are key pillars of 
effective surveillance.’’* Moreover, when assessing whether exchange rates have been 
manipulated “in order to” prevent balance of payments adjustment or gain an unfair 
competitive advantage, any representation by a member regarding the purpose of its 
exchange rate policies will “be given the benefit of any reasonable doubt.”’ 

By contrast, a WTO Member may initiate a dispute if it believes another Member is 
violating its WTO obligations or nullifying or impairing a benefit accruing to the 
complaining Member. If the dispute is not resolved through consultations, it will be 
heard by an independent dispute settlement panel and, if appealed from the panel, by the 
WTO’s Appellate Body. If a Member is found to have acted inconsistently with its 
obligations, the complaining party may be authorized to withdraw concessions if the 
violation is not remedied. If a Member is found to have nullified or impaired a benefit, 
the WTO may recommend that the Member concerned “make a mutually satisfactory 
adjustment.” which may include compensation to the complaining Member.'" The WTO 
dispute settlement system is designed to operate with less interferenee from the various 
political pressures that have hampered more aggressive enforcement action by the IMF. 


’ See Michael Mu&sa, “IMF Sur%'cillancc over China’s Exchange Rate Policy,’* Paper prcscnled at ihc 
Conl'crencc on China's Exchange Rale Policy, Peterson Institute for International Economics (Oct. 19, 
2007) at 40. 

* See International Monetary Fund. Decision on Bilateral Surxcillance over Members’ Policies (adoptcxl 

June 1 5, 2007) at Part l(BKR). Available on-line at 

http: /nwn.imf.ore extental/nn, sec. nn.2007/nm0769.htm . 

’ Id. at Annex, para. 3. 

See Article 26 of Ihc Dispute Settlement Understanding. 
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III. Defending Exchange Rate Actions from WTO Challenge under Article 
XV:9(a) of GATT 1994 

The U.S. may have several claims that China’s exchange rale polieies violate WTO rules. 
If China has altered the method by which it converts its currency in a manner which 
impairs the value of the tariff concessions contained in its schedule, the measure may 
violate Article 11:3 of the GATT 1994." In addition, the government provision of yuan 
to exporters in exchange for dollars at an artificially undervalued exchange rate may 
constitute a prohibited export subsidy under Article 3 of the Agreement on Subsidies and 
Countervailing Measures. Cases against prohibited export subsidies arc relatively 
straightforward and do not require a showing of the injury or adverse effects of such 
subsidies. If China is found to maintain a prohibited export subsidy, it would also violate 
Article 3.2 of the Agreement on Agriculture and China’s Protocol of Accession. Certain 
currency practices that are not contingent on export may nonetheless be actionable at the 
WTO if it can be established that they are "specific” under Article 2 of the Agreement on 
Subsidies and Countervailing Measures and cause adverse effects under Articles 5 and 6 
of the Agreement. 

Alternatively, even if a direct violation of a WTO provision cannot be established, 
China’s exchange rate policies may be subject to a claim under Article XV:4 of the 
GATT 1994 if they "frustrate” provisions of the WTO agreements, such as the schedule 
of tariff concessions agreed to by China and enforceable under Article II of the GATT 
1994 or the non-discrimination provisions of Articles 1 and III of the GATT 1994.'^ 
Finally, even if China’s exchange rate policies arc found not to directly violate any WTO 
provisions, they may nullify and impair benefits accruing to tbe U.S. under the 
agreements and thus be subject to a dispute settlement claim under Article XXIII of the 
GATT 1994 and Article 26 of the Dispute Settlement Understanding.'^ 

A comprehensive evaluation of the viability of such claims is beyond the scope of these 
comments. Instead, these comments focus on the potential defenses to such claims, and 
the procedures the WTO and IMF have established for evaluating such defenses. Any 
such claims must first be evaluated under Article XV:9(a) of the GATT, which states. 


" The provision has been invoked where a eountry has revalued its currency and thus adjusted hound 
specilic duties so as not to impair the value of its concessions or "alTord protection in excess of the amount 
of protection provided for in the Schedule" of concessions. See Gl-iNItRAl. AORHKMHNr ON TARIffs AND 
Tradk. ANAI.YTICAI. Indkx 83-84 (6“' cd, 1994). 

See, e.g.. Panel of Complaints, Report on Hie Special Import Taxes Institiiteil by the Greek 
Government. GATT Doc. G/25 (Oct. 31, 1952) at para. 8 (“Even if it were found that the lax did not fall 
within the ambit of Article III. the further question might arise under Article XV(4) whether the action of 
the Greek Government constituted frustration by exchange action of the intent of the provisions of Article 
III of the General Agreement.") 

" For example, a 1979 GATT Working Party on Specific Duties noted that a claim that a Member who 
appreciated its currency should be required to reduce duties to preserve the value of its concessions would 
be available to Members under Article XXlll. Report of the Working Party on Specific Duties. GATT Doc, 
L/4858 (Nov. 2, 1979) at para. 14. 
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“Nothing in this Agreement shall preclude ... the use by a contracting party of exchange 
controls or exchange restrictions in accordance with the Articles of Agreement of the 
International Monetary Fund ....” As demonstrated below, this provision in no way 
establishes an absolute bar to all WTO claims regarding exchange actions merely because 
the IMF has not, at the time of the filing of the dispute, formally declared that such 
actions violate the IMF Articles of Agreement. 

First, it appears clear that Article XV:9(a) may operate as a defense to a claim that an 
exchange restriction or control that the IMF has approved of under the Articles of 
Agreement is in direct violation of another WTO provision.''' However, there is some 
ambiguity as to the relationship between Article XV:9(a) and the “frustration” claim 
available under Article XV:4 in the absence of a direct violation of another WTO 
provision. Some have argued that Article XV:9(a) trumps Article XV:4, and thus that 
any exchange action that is in accordance with the IMF Articles of Agreement not only 
cannot be found to directly violate GATT provisions but also cannot be found to 
“frustrate” any of those provisions under Article XV:4.'^ This view is supported by the 
negotiating hi.story of Article XV:9(a), as drafters agreed to delete the phrase “Subject to 
paragraph 4 of this Article” from the beginning of the language now in Article XV:9(a) at 
the Havana Conference."’ 

The issue was specifically addressed by a Special Group on GATT-IMF relations formed 
as part of the GATT Review Working Party on Quantitative Restrictions in 1954. The 
United Kingdom proposed that an interpretative note be added to Article XV:9(a) 
clarifying that: I) Article XV:9(a) safeguarded the rights of Members to take IMF- 
consistent exchange actions “without prejudice” to Article XV:4; 2) Artiele XV:9(a) 
should not be interpreted to prevent Members from inviting another Member to discuss 
the trade aspects of its exchange aetions with reference to its GATT obligations; 3) 

Article XV;9(a) did not prevent parties from reporting exchange restrictions or controls to 
the IMF under Article XV:5; and 4) Article XV:9(a) did not preclude a party from 
invoking the nullification and impairment provisions of Article XXIIl with regard to 
another party’s exchange actions.'’ 


” This appears lo be the case whether a violation of a GATT provision or a provision of another WTO 
Agreement is claimed. For e.xample. the dispute settlement panel in Dominican Repuhiic - Cigarettes 
examined whether the Dominiean Republic had a Article XV:9(a) defense to a GATT Article II claim. A 
1994 Ministerial Declaration on the Rclation.ship of the World Trade organization with the International 
Monetary Fund appears to provide that the exception in Article XV;9(a) also applies to other WTO 
Agreements in addition to the GATT, unless those agreements explicitly provide otherwise. See Siegel, 
supra note 2, at 594. 

.Seen/, at 591. 

See GKNERAt. Agreement on Tariffs and Trade, Anai.yticae Index 407-408 (b* cd. 1 994). 

” See Review Working Party / on Quantitative Restrictions: Report of the Special Group on GA TT-Fund 
Relations, GATT Doe. W.9/234 (Mar. I, 1955) at Annex II. 
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The Special Group declined to adopt the interpretative note.'* As to the first part of the 
UK proposal, the Special Group “agreed that it would be preferable not to try to lay down 
general principles about the relationship between paragraphs 4 and 9 but to leave this 
question over for empirical consideration if and when particular points arose which had a 
bearing on it.”'’ Thus, they declined to resolve one way or the other the question of 
whether an exchange action consistent with the IMF Articles of Agreement may frustrate 
a GATT provision under Article XV:4 even if it could not directly violate a GATT 
provision under Article XV:9(a). However, the Special Group did agree with the position 
put forward in the second and third parts of the UK proposal, stating its view that nothing 
in Article XV:9(a) prevented Members from discussing the trade effects of an exchange 
action w ith another Member or reporting such actions to the Fund.’® Finally, the Special 
Group stated that an interpretative note clarifying that nothing in Article XV:9(a) 
prevented Members from resorting to nullification and impairment provisions with regard 
to exchange actions "was unnecessary.”^' Thus, it appears the Special Group agreed that 
an exchange action in accordance w ith the IMF Articles of Agreement could be found to 
nullify or impair benefits accruing to a Member and be subject to the procedures for such 
non-violative measures provided in Article XXIII.“ 

In sum, it appears that whether a WTG Member may be able to raise Article XV:9(a) as a 
defense depends on the nature of the WTO claim being brought against it. First, if a 
claim of a direct violation of a WTO agreement is brought, Artiele XV:9(a) is available 
as an affirmative defense if the measure is an "exchange restriction” or “exchange 
control” that is "in accordance with” the IMF Articles of Agreement. Second, if a 
"frustration” claim is brought under Article XV:4, it is unresolved whether Article 
XV:9(a) may be available as a defense, though negotiating history seems to indicate that 
it should be available. Third, if a nullification or impairment claim is brought against a 
non-violative measure under Article XXIII, it appears that Article XV:9(a) is likely not 
available as a defense. 


to See id. al para. 8. 

id. Subsequent GATT reports on the topie have cited this detemiination and not departed from it. See, 
e.g.. Committee on Balance-of-Paymenls Restrictions, Background Paper by the Secretariat. Comtdtation 
with Italy (Deposit Requiremettt for Pitrehases of Foreign Cttrreney), GATT Doc. BOP/W/5 1 (Sept. 25. 
1981) at paras. 12-13. 


'' Id. 

^ See also Committee on Balance-of-Paymcnts Restrictions, Background Paper by the Secretariat. 
Consultation with Italy (Deposit Requirement for Purchases of Foreign Currency), GATT Doc. BOPAV/5 1 
(Sept. 25, 1 98 1 ) at para. 1 3 (characterizing the Special Group as agreeing "that the exemption f in Article 
XV;9(a) } did not preclude a contracting party from invoking, in relation to an exchange measure, the 
provisions of Article XXIII on nullification and impairment."). At least one author arguing for a strong 
reading of Article XV;9(a) nonetheless appears to agree that the exception would not preclude a 
nullification or impaimicnt claim. See Scigcl, supra note 2, at n. 136. 
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IV. Determining Consistency with the IMF Articles of Agreement under Article 
XV:9(a)ofGATT 1994 

If Article XV;9(a) is raised as a defense in a WTO dispute settlement claim, there are 
relatively clear rules and procedures regarding how a panel should evaluate the defense. 
Article XV:2 stales that the WTO “shall accept the determination of the Fund as to 
whether action by a contracting party in exchange matters is in accordance with the 
Articles of Agreement of the International Monetary Fund.” In addition, the Agreement 
between the International Monetary Fund and World Trade Organization concluded in 
1994 states, at paragraph 8, “The Fund shall inform in writing the relevant WTO body 
(including dispute scUlemcnt panels) considering exchange measures within the Fund’s 
jurisdiction whether such measures are consistent with the Articles of Agreement of the 
Fund.” 

These procedures were employed by the dispute settlement panel in Dominican Republic 
- Cigarettes. There, the Dominican Republic sought to defend a foreign exchange fee 
imposed on imported cigarettes under Article XV:9(a).^^ The Panel first noted that any 
party raising Article XV:9(a) as a defense bore the burden of demonstrating, first, that the 
challenged measure was an exchange control or exchange restriction, and, second, that 
the measure was “in accordance with” the IMF Articles of Agreement.*'* Tltc panel 
further found that it should respect IMF criteria prescribed by the IMF for determining 
consistency with its Articles of Agreement and apply them in its evaluation.*^ In 
addition, the panel determined that “it needed to consult with the IMF based on paragraph 
2 of Article XV to verify { the Dominican Republic’s ) argument for a determination by 
the Panel on whether the measure is justified under Article XV;9(a) of the GATT.”** 

The panel requested the views of the Fund, and the IMF replied that the challenged 
measure did not constitute an “exchange restriction,” and thus the issue of its consistency 
did not arise under paragraph 8 of the Fund- WTO Agreement.*’ 

The panel agreed with the IMF, finding that the measure was not an “exchange 
restriction.”*" The panel then conducted its own analysis of the consistency of the 
measure with the IMF Articles of Agreement, since the IMF did not consider it to be a 
measure within the scope of Article XV:9(a) or subject to the agreement to provide a 


^ See Panel Report. Oomimean Republic - Measures Affecting the imponaiion atui Internal Sale of 
Cigarettes. WT/DS302/R (Nov. 26, 2004) at para. 7. 1 23. 

/r/. at para. 7.131. 

W. at para. 7.132. 

“ M. at para. 7. 1 39. 

See id. at paras. 7.142-7.144, 7.150, The IMF concluded that, because the measure was not an 
"exchange restriction," it was also not an "exchange control." See kt. 

'* See id. at para. 7.145. 
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legal determination to the panel. The panel found that the provision of an IMF press 
release stating that the Dominican Republic had been granted a “waiver” for the measure, 
absent a copy of the formal waiver decision by the IMF or any clear legal basis for such 
waiver, was insufficient to establish that the measure was in accordance with the IMF 
Articles of Agreement.’*’ The panel thus found that the measure could not be justified 
under Article XV:9(a).’' These findings were not appealed to the Appellate Body. 

If a WTO dispute were brought challenging China’s exehange rate policies and China 
sought to Justify them under Article XV:9(a), and if the approach of the IMF and the 
WTO panel were similar to that taken in Dominican Republic - Cigarettes, one would 
expect the IMF and WTO panel to proceed on the following basis: 

1) China bears the burden to justify the challenged measures under Article XV:9(a); 

2) China must establish both that its challenged exchange rate measures constitute an 
“exchange restriction” or “exchange control” and that the measures are “in 
accordance with” the IMF Articles of Agreement; 

3) the panel should follow IMF-prescribed criteria in making its evaluation of the 
measures; 

4) the panel must request a determination from the IMF regarding whether the 
measures fall within the exception in Article XV;9{a); 

5) the IMF is required to provide the requested determination to the panel in writing 
under paragraph 8 of the IMF- WTO Agreement; and 

6) China will fail to demonstrate its measures are in accordance with the IMF 
Articles of Agreement in the absence of a formal IMF determination of 
consistency with the legal justification therefore under the Articles of Agreement. 

V. Conclusion 

In sum, the absence of a formal IMF Executive Board decision determining that China 
has manipulated its currency in violation of Article IV;l(iii) of the IMF Articles of 
Agreement should not prevent the United States from evaluating whether it has viable 
WTO claims against China regarding the trade effects of its exchange rate policies. 

Some claims - such as a nullification and impairment claim, and, arguably, an Article 
XV;4 claim - may not be subject to the defense in Article XV;9(a) of the GATT 1994. 
Other claims of direct WTO violations - such as Article II of the GATT 1994 and the 


See id. at paras. 7. 1 5 1 - 7. 1 54. 
“ See id. 

See id. at para. 7.155. 
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prohibited and actionable subsidy provisions of the Agreement on Subsidies and 
Countervailablc Measures - may be subject to a claim by China that is has a defense 
under Article XV:9(a). However, even if a claim is subject to an Article XV;9(a) 
defense, China would bear the burden in maintaining the defense, the Fund would be 
required to provide a legal determination to a W TO panel on the issue, and the absence of 
a clear and legally justifiable determination that China’s policies are in accordance with 
the Articles of Agreement should cause China’s defense to fail. 

Economists are in broad agreement that China’s exchange rate policies substantially 
underxalue the yuan, and this undervaluation artificially increases the cost of U.S. exports 
and decreases the cost of Chinese goods imported into the United States. The result is a 
massive and persistent U.S. trade deficit with China, elimination of important export 
opportunities, harsh competition for domestic producers from unfairly low-priced 
imports, and the loss of production, income, and employment in the United States. 

The U.S. has the authority to remedy the harm caused by these practices under its 
domestic unfair trade laws, and the Department of Commeree should effectively enforce 
those rules by investigating allegations that currency management constitutes a 
countervailable subsidy. In addition, the U.S. should actively explore affirmative WTO 
claims regarding China’s exchange rale policies. The WTO and IMF were designed to 
create a coherent, rules-based system to prevent and redress exactly the type of trade- 
distorting currency practices that China is currently engaged in. Those rules can and 
should be employed to their fullest extent to achieve effective relief for U.S. industries, 
farmers, workers, and communities. 


10 



117 


BEFORE THE COMMITTEE ON WAYS AND MEANS 
ll-S. HOUSE OF REPRESENTATIVES 


WRITTEN STATEMENT OF 
THE COMMITTEE TO SUPPORT U.S. TRADE LAWS 


FOLLOWING THE HEARING ON MARCH 24, 2010, 
REGARDING CHINA’S EXCHANGE RATE POLICY 
(April 7, 2010) 


The Commitlec to Support U.S. Trade Laws (“CSUSTL") is an organization of 
companies, trade associations, labor unions, workers, and individuals committed to preserving 
and enhancing U.S. trade laws. CSUSTL’s members span all sectors, including manufacturing, 
technology, agriculture, mining and energy, and sers ices. CSUSTL is dedicated to ensuring that 
the unfair trade laws are enforced and not weakened through legislation or policy decisions in 
Washington, in international negotiations, or through dispute settlements at the World Trade 
Organization (“WTO") and elsewhere. CSUSTL appreciates the opportunity to submit this 
written statement on China’s exchange-rate policy. 

1. National and International Regulation of Exchange Rates 

Control over a country’s currency in the first instance is the responsibility of that 
country’s government and a function of national sovereignty. At the same time, since the 
competitive currency depreciation that played a large role in contributing to the Great Depression 
globally in the 1930s, there has been a general recognition that countries’ exchange-rate polieies 
can have undesirable international consequences. As a result, certain rights and obligations have 
arisen in public international law — primarily in agreements overseen by the International 
Monetary Fund (“IMF”) and the World Trade Organization (“WTO”) — that are meant to 
prevent, or at least to curtail, disruptive imbalances in international trade and investment 
attributable to inappropriate exchange-rate arrangements. These agreements constitute a 
significant ceding of national sovereignty by the member states of the IMF and the WTO over 
currency matters. 

Thus, Article IV of the IMF’s Articles of Agreement states that each member of the IMF 
shall avoid manipulating exchange rates or the international monetary system in order to prevent 
effective balance-of-payments adjustment or to gain an unfair competitive advantage over other 
members. In 2007, the IMF updated its guidance to members under Article IV by adding a 
principle recommending countries avoid exchange-rate policies - undertaken for whatever 
reason - that cause external instability. 

Similarly, Article VI of the WTO’s General Agreement on TarilTs and Trade (“the 
GATT”), as augmented by the WTO’s Agreement on Subsidies and Countervailing Measures 
(“SCM Agreement”) and the WTO’s Antidumping Agreement, recognizes that multiple eurrency 
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practices by governments can in certain eircumstances constitute a subsidy to exports or a form 
of dumping through partial depreciation and can be offset by eountervailing or antidumping 
duties. Article XV of the GATT also provides that member states of the WTO shall not, by 
exchange action, frustrate the intent of the GATT’s Articles and shall not, by trade action, 
frustrate the intent of the IMF's Articles of Agreement. Article XV further sets forth guidelines 
on how the IMF and the WTO arc to work in tandem on issues generated by the intersection of 
international trade and exchange rates. 

This dual jurisdiction of the IMF and the WTO rcllccts the hybrid nature of exchange 
rates as a monetary measure with far-reaching repercussions for international trade and 
investment. Also of importance is that the governmental intent that is a criterion for a finding of 
currency manipulation under Article IV of the IMF’s Articles of Agreement Is not a prerequisite 
for imposing countervailing or antidumping duties under the WTO’s provisions, which only 
focus upon the subsidization or dumping, the subsidy’s export-contingency, and injurious effects 
caused by the unfair pricing. 

II. Addressing on a Multilateral Basis the Fundamental Misalignment of China’s 

Renminbi and Other Counlries* Currencies 


A. China’s Fundamentally Undervalued Renminbi Is a Highly Protectionist and 
Destabilizing Measure Contrary to China's International Legal Obligations 

China, as a member state of both the IMF and the WTO, is bound by public international 
law to abide by those institutions’ requirements. In connection with its accession to the World 
Trade Organization in December 2001, China noted that it had had since 1994 a single and 
managed floating exchange-rate regime based upon supply and demand and underscored that it 
would abide by its obligations with respect to foreign-exchange matters in accordance with the 
provisions of the WTO Agreement and related declarations and decisions of the WTO that 
concern the IMF.' 

China, however, docs not have a floating exchange-rate regime and has fallen far short of 
honoring these commitments. For nearly sixteen years, China has engaged in enforced 
undervaluation of its currency, the renminbi. This fundamental misalignment has been achieved 
by means of the Chinese government’s pegging of the renminbi to the U.S. dollar and extensive 
currency controls and massive and protracted intervention in exchange markets. There is broad 
consensus that the renminbi is undervalued, and the Peterson Institute estimates that the renminbi 
is misaligned by about 40 percent relative to the U.S. dollar. China’s intervention in the 
exchange markets is now approximately S30 - S40 billion per month. 

China’s fundamental misalignment of its currency is a classic protectionist measure. The 
renminbi’s undervaluation acts as a deterrent to imports into China and facilitates exports from 
China, while fostering jobs and foreign direct investment in China at the expense of the United 
States and other countries. The Economic Policy Institute recently has i.ssued a report that the 


' See "Report of the Working Party on the Accession of China,” WT/ACC/CHN/49, at paras. 31 
and 35 (Oct. 1,2001). 
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renminbi's substantial undervaluation has been a major reason for the United States' imbalanced 
trade with China, the loss of 2.4 million manufacturing Jobs in the United States between 2001 
and 2008, and depressed and lower w ages for many more millions of U.S. workers.^ From 2002 
to 2009, the United States ran a cumulative trade deficit of nearly $5.4 trillion for All 
Merchandise, including a deficit of almost SI. 6 trillion with China. China’s share of the U.S. 
trade deficit in All Merchandise rose from 22 percent in 2002 to 45.3 percent in 2009.^ 

Perhaps the clearest yardstick of how damaging and extensive the renminbi’s under- 
valuation has been can be seen in the enormous foreign reserves that China has been gaining at a 
rapid rate. This growing accumulation of foreign reserves persisted even during the time when 
China loosened the renminbi’s peg to the U.S. dollar for a while. In July 2005, China allowed a 
revaluation of the renminbi, from 8.28 renminbi/SI to 8.1 1 renminbi/SI. From then until July 
2008 when China reinstituted the peg, China permitted the renminbi to strengthen further to 6.82 
renminbi/S I , a nominal appreciation in total of approximately 17.5 percent. Nevertheless, during 
these three years China’s foreign reserves (exclusive of the foreign reserves held by Hong Kong 
and Macao) rose from S7I I billion to $1.8 trillion. By the end of 2009, China’s foreign reserves 
(again apart from the foreign reserves of Hong Kong and Macao) were typically cited as having 
risen further to about $2.4 trillion, but could well be closer to $3 trillion, even as China has 
continued to invest in a w idc range of assets around the world.'* 

In summary, the renminbi’s fundamental misalignment undereuts and prevents a 
sustainable flow of trade across national boundaries. As Harry Dexter While, the chief 
negotiator of the United $tales at Bretton Woods, obseiwed at the lime of the IMF's founding in 
1944, "A depreciation in exchange rates is an alternative method of increasing larilT rates; and 
exchange restriction is an alternative method of applying import quotas.”’ By the same token, as 
Chairman Bcmankc noted in a speech in Beijing on December 15, 2006, ‘‘Orealer scope for 
market forces to determine the value of the RMB would also reduce an important distortion in 
the Chinese economy, namely, the effeetive subsidy that an undervalued currency provides for 
Chinese firms that focus on exporting rather than producing for the domestic market.” In a 
forum sponsored by the Economic Policy Institute on March 12, 2010, Nobel Laureate Paul 
Krugman echoed Chairman Bcmanke by calling the renminbi’s fundamental misalignment a 
measure that should be treated as a countervailable subsidy. 

B. Multilateral and Bilateral Efforts to Date Have Not Resolved the Issue 

China’s exchange rate with the United States today continues to be 6.82 renminbi/$l, and 
the adverse cfTccts of the renminbi’s and other foreign currencies’ undervaluation relative to the 


^ Robert E. Scott, “Unfair China Trade Costs Local Jobs” (Economic Policy Institute, Mar. 23, 

2010). 

’ See Fair Currency Coalition, “Fact of the Week - RMB Peg Fuels China Trade Surpluses, 
Undercuts U.S. Recovery” (Feb. 23, 2010), available at . wwvv.faircurrencv.oru . 

■* See Fair Currency Coalition, “Fact of the Week - China’s Record Reserves” (Jan. 26, 2010), 
available at . www.faircurrenev.org . 

’ H.D. White. “The Monetary Fund: Some Criticisms Examined,” 23 Foreign Affairs 195, 208 
(1944-45). 
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U.S. doiiar threaten the recovery of the U.S. and global economies. Despite this predicament, 
and despite the broad consensus that the undervaluation of the renminbi and other currencies is 
considerable, the IMF has been able only to draw attention to this situation, because the agency 
is not empowered to do more and certainly cannot compel revaluation. The IMF's position is so 
circumscribed under its Articles of Agreement that China has been able to block publication of 
the IMF's 2007, 2008, and 2009 annual surveillance reports under Article IV.* 

Similarly, there appears to have been little or no coordination between the IMF and the 
WTO on this situation even though, as mentioned earlier, Article XV of the General Agreement 
on Tariffs and Trade speaks to the respective roles of these two international organizations in 
matters pertaining to issues that have monetary and trade aspects. In addition, while the WTO 
has its various agreements, including its Understanding on the Settlement of Disputes, the WTO 
has not acted on this problem, and no member state has opted for dispute settlement thus far. 

Lastly in this regard, discussions on this subject by the G-20 finance ministers, in the 
U.S. -China Strategic and Economic Dialogue, and during other bilateral meetings between senior 
olTicials of China and the United States at the highest levels have not persuaded China thus far to 
modify its mercantilist behavior. 

C. The Imperative for Meaningful Multilateral Action Without Delay 

It is evident from the foregoing that China’s unwillingness to revalue the renminbi is 
deep-seated. China’s political leaders regularly cite "stability" as justification for fixing the 
renminbi’s value within a narrow range. While that term can be variously interpreted, Chinese 
authorities in the past have stressed (a) the need for China’s economy to generate 20-25 million 
new jobs each year^ and (b) low profit margins on many Chinese exported goods of less than 2 
percent^ as reasons to avoid large changes in the renminbi’s value. China’s undervaluation of 
the renminbi also has been spurring (a) the huge foreign reserves noted earlier that have enabled 
China to purchase assets around the world to ensure a steady supply of raw materials and 
strengthen China’s economy and national .security, (b) large trade surpluses, and (c) foreign 
direct investment in China. From China’s narrow perspective, these factors apparently are seen 
as conducive to "stability." 

The problem, however, is that China's policy is one of protectionism at the expense of 
other nations and actually is creating instability by way of increasingly dangerous economic and 
monetary imbalances on an unprecedented scale. These imbalances are undesirable for the 
United States, for China’s other trading partners, and ultimately for China as well. Neither the 
United States nor any other country can run extensive and debilitating trade deficits on an open- 


* Sec Fair Currency Coalition, "Fact of the Week - The International Monetary Fund (IMF) 
Record on Currency Manipulation” (Feb. 2, 2010), available au www.faircurrcncv.org . 

’ International Monetary Fund, Country Report No. 04/351, "People’s Republic of China: 2004 
Article IV Consultation - SlafTReport" at 12-13 (Nov. 2004). 

* The Wall Street Journal, Asia News, "China OlTicial Warns of Currency Risks” (Mar. 18, 
2010) (statement by Vice Commerce Minister Zhong Shan that further appreciation of the 
renminbi risks driving Chinese exporters out of business). 
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ended basis. In ihe end, China's best chance of stimulating Jobs and achieving ‘'stability" 
without excess production and inflation in China will be through balanced and sustainable 
growth. Increased flexibility in the renminbi's exchange rate will be critically important in the 
realization of this goal and orderly resolution of global imbalances. A greater reliance by China 
on exchange rates that reflect market fundamentals is also vital for the United States to bolster its 
manufacturing base and economy.^ 

D. A Proposal 

At this stage, afler so many years without a constructive resolution of this worsening 
situation, the international community should feel a compelling urgency to address competitive 
currency depreciation effectively before conditions deteriorate further. Even now. unfortunately, 
it is questionable whether China is prepared unilaterally to shill from its contradictory policy of 
“stability" via rigid exchange rates and to revalue the renminbi sulTiciently and quickly enough. 
Morgan Stanley has said that it expects China will permit the renminbi to appreciate to 6.54 
rcnminbi/$ I by the end of 20 1 0 and to 6. 1 7 renminbi/S I by the end of 20 1 1 . Yet that nominal 
appreciation from the current rate of 6.82 renminbi/$l would be only 9.5 percent, about the same 
pace over the next 21 months that China set between July 2005 and July 2008. If that previous 
experience is any guide, that movement would probably be inadequate and would not stem the 
current imbalances in such areas as foreign reserves and trade from becoming more extreme. 
From the standpoint of the United States, further losses of jobs and increases in debt could be 
expected. Nor is it likely that the IMF under its current rules would have any real success in 
encouraging China to revalue the renminbi. The initial and fragile recovery from the global 
recession could very easily be undermined. 

Stronger multilateral provisions are required to hold in check and to olTsei competitive 
currency depreciation by countries. The Breiton Woods system and the GATT took essential, 
first steps in the mid- and late 1940s (a) by formally recognizing that fundamentally misaligned 
exchange rates undo efforts to liberalize international trade and (b) by putting in place a 
framework under public international law’ by which members of the IMF and the OATl* (now 
WTO) relinquished some sovereignty over exchange rates. It would have been ideal had this 
progress been solidified in the 1970s when the Bretton Woods' par-value mechanism was 
replaced w ith the present rules of the IMF, but that did not happen, and so the task of improving 
the international mechanism for the enforcement of orderly exchange rates remains. 

As the present circumstances described above set forth, it is the negative and disruptive 
impact on balanced trade and investment across national boundaries that suffers when a country 
acts in a protectionist manner by seriously misaligning its currency's exchange rales over a 


’ International Monetary Fund, Country Report No. 04/351, “People’s Republic of China: 2004 
Article IV Consultation - Staff Report" at 12-13 (Nov. 2004); and Secretary of the Treasury 
Timothy Geithner, “The United States and China, Cooperating for Recovery and Growth," 
Speech at Peking University - Beijing, China (June 1, 2009). 

Morgan Stanley, “China Economics - Renminbi Exit from USD Peg: Whether, Why, When, 
How," at 1 (Apr. 5,2010). 


5 



122 


prolonged period of lime. It consequently makes sense to rely upon anii-proieciionisi. 
multilateral trade remedies as part of the solution to remedy that damage. 

As a way of punctuating, therefore, that fundamental misalignment of a currency is not 
acceptable under public international law, CSUSTL supports H.R. 2378, The Currency Reform 
for Fair Trade Act. bipartisan legislation that would treat fundamental misalignment of a foreign 
currency as a prohibited countervailable export subsidy and authorize the imposition of either 
counter\'aiIing or antidumping duties on injurious imports into the United States from any 
country that fundamentally undenalues its currency. 

This action is appropriate and necessary. First, this bill is a reasonable implementation in 
U.S. domestic law of the WTO's SCM Agreement and Antidumping Agreement. If China or any 
other country wanted to do so, it could contest the WTO-consistency of this legislation in dispute 
settlement at the WTO. Whether successful or not, such a challenge would draw attention to the 
critical need for enforceable, effective recourse in place under public international law to counter 
injury caused by fundamentally undervalued currencies. 

Second, this bill is very much needed in the short term. Its passage would extend to 
materially injured U.S. companies and workers an immediate means to neutralize the unfair price 
advantage of imports that benefit from any other country’s enforced currency depreciation. 
Over the longer term, the availability of this relief could serve as a deterrent to the practice of 
currency depreciation. This remedy would not be unilateral and protectionist, but instead would 
be multilateral and anti-protectionist under the current provisions of the WTO and the IMF. 
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BEFORE THE COMMITTEE ON WAYS AND MEANS 
U.S. HOUSE OF REPRESENTATIVES 


WRITTEN STATEMENT OF 
THE FAIR CURRENCY COALITION 


FOR THE HEARING ON 
CHINA’S EXCHANGE RATE POLICY 
(March 24, 2010) 


The Fair Currency Coalition (“FCC") consists of manufacturing, agricultural and labor groups 
seeking an effective, lasting solution to the growing problem of currency misalignment. A list 
of the FCC’s members is attached. 

The FCC appreciates this occasion to be heard on the critical subject of China's exchange rate 
policy. China is not the only country to pursue a mercantilist currency policy, of course, but it is 
the most prominent one and the one that is sometimes hailed as a model for developing 
countries. As our views on the nature of the problem and its impact on American industries and 
workers are well known,' this statement focuses primarily on the issue of whether and how a 
solution might be found in the “multilateral approach” to the problem of currency manipulation 
that is often invoked as an alternative to the use of national trade remedies. 

The United States Has Pursued A Multilateral Solution for Years to No Avail 


Continuing calls for a “multilateral solution” obscure the plain fact that the United States has 
tried for years to use every multilateral means to persuade China, in particular, to adopt a more 
market-based currency regime. The past two administrations have repeatedly raised the issue in 
meetings of the G-7, the G-8, the G-20, the World Bank, and the International Monetary Fund — 
all to no avail. 

The G-20 considers itself “the premier forum for our international economic cooperation.”’ On 
September 24-25, 2009 in Pittsburgh, the G-20 agreed, among other things, “to launch a 
framework that lays out the policies and the way we act together to generate strong, sustainable 
and balanced global growth” and “to reform the global architecture to meet the needs of the 21*' 
century.” As Treasury Secretary Tim Geithner has made clear, a change in the value of the 
renminbi is one critically important step to achieve “strong, sustainable and balanced growth.”’ 
So, at least from the perspective of the United States, the G-20 formula implicitly recognizes the 
need for a currency realignment. 

' For more information, consult our website: http;//www.faircutTency.org. 

^ Leaders’ Statement: The Pittsburgh, September 24-25, 2009, at para. 1 9. 

’ Sec, for example, his speech at Peking University, June 1 , 2009. 
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On March 29, Presidenl Obama and four other leaders wrote a letter to the rest of the G-20 
regarding the agenda for the next G-20 summit to be held in Toronto on June 26-27, 2010. Nine 
months after the Pittsburgh meeting, the five leaders wrote: 

We all understand that ongoing trade, fiscal and structural imbalances cannot lead to 
strong and sustainable gro\Mh. Without cooperative action to make the necessary 
adjustments to achieve that outcome, the risk of future crises and low growth w ill remain. 
All G20 countries must move quickly to implement the first steps of the new' Framework 
agreed to in Pittsburgh - to report robustly on what each of us can do to contribute to 
strong, sustainable and balanced growth. 

Even at a time of financial and economic crisis, the multilateral process moves slowly. Seven 
months after the Pittsburgh meeting, the G-20 leaders must exhort the group to ''move quickly to 
implement the first steps" of the new Framework. Note, loo. that divisive issues are not referred 
to directly. There is no mention of currency issues in the Pittsburgh statement or in the March 29 
letter. Of necessity, multilateral diplomacy consists of endless talk and the extensive use of 
coded words and phrases. DilTerences tend to be papered over, not resolved. 

Multilateral diplomacy has been tried repeatedly by the current and the previous U.S. 
administrations and has consistently failed to produce any concrete result in terms of more 
realistic, market-based exchange rates. We do not argue that multilateral diplomacy should be 
abandoned. Instead, we are convinced that a new approach is needed. As Martin Wolf wrote in 
the Financial Times, 'The US was right to give talking a chance. But talk must lead to action.*'"' 

The rest of this statement assesses the limitations arising from existing multilateral rules and 
institutions in dealing with currency misalignment and proposes a new' strategy based on the use 
of national trade laws consistent w ith our rights and obligations under multilateral agreements. 

Relevant IMF Rules Are Too Weak to be Effective 


At the conclusion of World War II. a new' international monetary system was created and the 
International Monetary Fund was established to oversee it. A principal responsibility of the IMF 
is surveillance of member countries’ exchange rates. 

The rules governing underv alued currencies are contained in Section I of Article IV of the IMF’s 
Articles of Agreement: 

Section 1. General obligations of members 

Rccagni/ing that the essential pufposc of the international monetary system is to provide a framework that 
facilitates the exchange of goods, serv ices, and capital among countries, and that sustains sound economic 
growth, and that a principal objective is the continuing development of the orderly underlying conditions 
that are necessary for fmancial and economic stability, each member undertakes to collaborate with the 
Fund and other members to assure orderly exchange arrangements and to promote a stable system of 
exchange rates. In particular, each member shall: 


“Evaluating the renminbi manipulation,” Financial Times, April 7, 2010. 


2 


125 


(i) cn<icavor to direct its economic and financial policies toward the objective of fostering orderly 
economic growth with reasonable price stability, with due regard to its circumstances: 

(ii) seek to promote stability by fostering orderly underlying economic and financial conditions and a 
monetary system that does not lend to produce erratic disruptions: 

(iii) avoid manipulating exchange rates or the international monetary system in order to prevent effective 
balance of payments adjustment or to gain an unfair compelili\'e advantage over other members: and 

(iv) follow exchange policies compatible with the undertakings under this Section. 

Subsection (iii) is the heart of the matter: all 186 IMF member countries arc obligated to “avoid 
manipulating exchange rates or the international monetary system in order to prevent clTective 
balance of payments adjustment or to gain an unfair competitive advantage over other members.” 
The language used is '"‘shall avoid making clear that there is a legal obligation not to 
manipulate one’s e.xchange rates. It is also clear that the objective is not rigid, unchanging 
exchange rales, as Chinese representatives sometimes imply. Rather, the overarching objectives 
are economic and financial stability and sustained, sound economic growth on a global basis, 
aims that arc echoed in the recent G*20 statements. The obligation of IMF members is to allow' 
exchange rates to respond to market forces as necessary to correct imbalances in payments and 
avoid the creation of an unfair competitive advantage. 

Despite the apparent clarity of the IMF obligations, China has effectively held down the value of 
its currency, the renminbi (“RMB”) or yuan, against the U.S. dollar for 16 years. For all but 
three years (July 2005 - July 2008), the RMB has been tightly pegged to the dollar. The results 
of China’s policy are startling. In just the past eight years, China has amassed a cumulative 
trade surplus in manufactured good of SI. 6 trillion dollars, while its official reserves have 
skyrocketed to S2.4 trillion. 

Over the past decade, the IMF has proved impotent to address the problem despite its mandate to 
exercise “firm surveillance over the exchange rate policies of members.”^ The IMF holds 
annual bilateral consultations with China and every other member of the IMF on e.\change issues 
under Article IV. The Fund has recommended repeatedly that China adopt a “more flexible” 
exchange rate regime. Its advice has gone unheeded. 

Consistent w ith its mandate to “adopt specific principles for the guidance of all members with 
respect to those [exchange rate] policies,” the Fund has also issued several policy guidelines 
since 1997. The latest additional guideline, approved in June 2007, refines the concept of 
“currency manipulation” by adding the principle that IMF members should avoid "exchange rate 
policies that result in external instability." In other words, each IMF member is instructed to 
consider the effects its currency policies have on trading partners and the system as a whole. 

China’s response has been to ignore the IMF's guidelines as well as its recommendations. For 
the past three years - that is, every year since 2006 — China has gone farther, successfully 
blocking the release of the 2007, 2008. and 2009 reports on completed annual Article IV 
consultations. China’s 3.65 percent voting share is not large enough to veto any formal decision 


’ IMF Article IV, Section 3(b). 
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of ihc IMF.*’ Instead, China is able to block reports it doesn’t like, apparently merely by saying 
"no” to their public release. 

The lesson that can be drawn from this history of futility is: even when backed by the IMF's 
legal obligations and policy guidelines, moral suasion has proved inadequate to convince a large, 
unwilling member to reform its currency policy. Attempts at moral suasion by groups that lack 
any legal powers - the G-8 and the G-20, for example - arc even less likely to convince such a 
country. 

Existing WTO Rules Are Too Weak and Untested to Be Effective 

The General Agreement on Tariffs and Trade, the basic trade contract on which the post-war 
trading system is ba.scd, gives some attention to currency issues. One such provision lies in 
Article XV, Section 4: 

Contracting parties shall not, by exchange action, fru.strate the intent of the provisions of 
this Agreement, nor, by trade action, the intent of the provisions of the Articles of 
Agreement of the International Monetary Fund. 

Some observers see in this broad language the possibility of action by the WTO, the successor to 
the GATT. It should be possible, for example, to build a legal case on the argument that 
currency misalignment constitutes an export subsidy, a practice prohibited on manufactured 
goods by GATT Article VI. In addition, it might be possible to argue that misalignment 
constitutes a dc facto additional levy on imports, nullifying and impairing the tariff bindings 
under GATT Article II that have been the chief bulwark against a resurgence of 1930's-slylc 
protectionism. 

While there is little question that an undervalued currency has those deleterious effects on key 
elements of the basic trade contract among WTO members, it is far less clear what action the 
WTO might take in response to a complaint brought by the United States or a group of countries. 

Novel issues pose substantial problems for the WTO’s ad hoc dispute settlement panels and the 
standing Appellate Body. Panelists are drawn from the trade policy establishment around the 
world. Their knowledge and experience vary, of course, but few of them have any grounding in 
monetary affairs. As a consequence, it is difficult to know in advance how they would analyze, 
much less resolve, disputes centering on IMF standards and concepts. 

Moreover, the WTO arguably lacks a clear mandate to deal with these issues on its own. Instead, 
GATT Article XV, paragraph 2 requires the WTO to "consult fully with the International 
Monetary Fund" in cases dealing with "monetary reserves, balances of payments or foreign 
exchange arrangements.” Worse yet, the WTO is obligated by that same paragraph of Art. XV 
to "accept the determination of the Fund as to whether action by a contracting party in exchange 
matters is in accordance with the Articles of Agreement of the International Monetary Fund.” 


‘ Only the United Slates, with 16.74 percent, has sufficient voting power to block a decision. 
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In other words, the same IMF that cannot find a way to issue its own consultation reports or to 
enforce its own policy guidelines is supposed to supply the definitive determination on which 
WTO action would hinge. This institutional arrangement seems unworkable, calling into 
question any hope for timely, cfTective action under Article XV. 

An Intelligent Approach to a Multilateral Solution 

In the final analysis, only multilateral action can be expected to remedy the deficiencies in 
multilateral rules and institutions. One direct approach, advocated by Arvind Subramanian of 
the Peterson Institute for International Economics and Aaditya Mattoo of the World Bank, would 
be to amend the WTO rules expressly to prohibit currency undervaluation. They choose the 
WTO over the IMF because undervaluation has clear trade effects and because the IMF has no 
enforcement powers, especially when it comes to large creditor nations - just the ones who might 
benefit from an undervalued currency. Theoretically, it would be possible to amend the GATT 
or to add this issue to the long-stalled Doha Round negotiations. Either process looks to be 
endless. 

The issue before the Obama administration, the Congress and the world is how best to achieve a 
fair, cfTective and durable solution under the International rules - a solution that resolves not Just 
the immediate case of China but also establishes effective legal norms to prevent future cases 
from growing so large. The most sensible, pragmatic and legally defensible strategy would be: 

• as a matter of policy, to direct the Department of Commerce to begin enforcing the U.S. 
antidumping and countervailing duty remedies to offset currency subsidies in a manner 
consistent with our WTO obligations; 

• as a matter of prudence, to enact the Currency Reform for Fair Trade Act (H.R. 2378) to 
establish as clearly as possible for U.S. courts the intent of the Congress that the law be 
applied to remedy currency subsidies; 

• to prepare for a WTO challenge against our use of the anti-subsidy remedies available 
under national law; and 

• to open broader multilateral discussions on how best to address the deficiencies in the 
current international system of rules and disciplines. 

By acting decisively on our legitimate interests and doing so within the existing framework of 
international rights and obligations we would have the best chance of driving a multilateral 
process to a useful conclusion. By acting first, we help to ensure that we can defend our actions 
rather than carry the heavy burden of proof that someone cIsc's practices, which often lack 
transparency, violate provisions that have rarely if ever been enforced by the IMF or the WTO, 
even in the face of egregious violations. Our example of using existing countervailing duty 
remedies would encourage other trading partners to act in a similar way. Only by acting first, 
can the United States lead in securing a lasting multilateral solution to the problem of currency 
misalignment. 


Attachment 


5 


128 


FAIR CURRENCY COALITION: MEMBERS 
(As of February 19» 2010) 

1 . Allegheny Technologies Incorporated 

2. American Corn Growers Association (ACGA) 

3. American Cotton Shippers Association 

4. American Federation of Labor Industrial Union Council 

5. American Foundiy Society 

6. American Iron and Steel Institute 

7. American Manufactiiring Trade Action Coalition 

8. American Mold Builders Association 

9. Bakery, Confectionar)', Tobacco Workers and Grain Millers International Union (BCTGM) 

10. Coalition for a Prosperous America 

1 1. Communication Workers of America (CWA) 

12. F & L Metal Finishes. Inc. 

1 3. The Copper & Brass Fabricators Council. Inc. 

14. International Association of Machinists and Aerospace Workers (lAM) 

15. International Brotherhood of Boilermakers(IBB) 

16. International Brotherhood of Electrical Workers (IBEW) 

17. International Federation of Professional Employees (IFPTE) 

18. Lapham-Hickey Steel Corporation 

19. Manufacturers Association of Central New York (MACNY) 

20. Metals Service Center Institute 

21. National Council of Textile Organizations 

22. National Textile Association 

23. National Tooling and Machining Association 

24. North American Die Casting Association 

25. Nucor Corporation 

26. Organization for Competitive Markets 

27. Penn United Technologies, Inc. 

28. Precision Machined Products Association 

29. Precision Metal forming Association 

30. Sheet Metal Workers International Association (SMWIA) 

31. Specialty Steel Industry of North America 

32. Spring Manufacturers Institute 

33. Steel Dynamics. Inc. 

34. Steel Manufacturers Association 

35. Tooling & Manufacturing Association 

36. Tooling. Manufacturing, and Technologies Association 

37. United Automobile Workers (UAW) 

38. Universal Electric Corporation 

39. United Mineworkers of America (UMWA) 

40. United States Business & Industry Council 

41. United Steelworkers of America (USW) 

42. US Industrial Fabrics Institute 

43. Wisconsin Paper Council 

44. Wood Machinery Manufacturers of America (WMMA) 

45. Vanadium Producers & Reclaimers Association 

46. Xcel Mold and Machine, Inc. 
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Rep. Peter J. Visclosky 
Chairman, Congressional Steel Caucus 
Submission for the Record 
Hearing on China’s Exchange Rate Policy 
April 1,2010 


I would like to thank Chairman Levin, Ranking Member Camp, and all Members of the 
Ways and Means Committee for holding this very timely and important hearing on 
China’s exchange rate policy. In the past, I have testified in person before this 
Committee on this critical issue, and I thank you for allowing me the opportunity to 
submit this statement for the record today. 

I write in my capacity as the Chairman of the Congressional Steel Caucus, and I would 
like to bring to your attention the sentiment of the steel industry that was expressed in a 
hearing 1 held last week on the state of the domestic steel industry. The Caucus heard 
testimony from executives of various steel companies and a representative from the 
United Steelworkers. All expressed a profound concern towards Chinese trading 
policies, including their currency manipulation. 

In the world of steel, China is of paramount concern. In 2009, China produced 47 
percent of the world’s total output of steel, which is 567.8 million tons of steel. This is 
more than double the amount that China produced in 2003. Multiple factors contributed 
to this unprecedented increase in production, including illegal government subsidies and 
currency manipulation. By comparison, last year the United States produced around 60 
million tons of steel, compared with around 100 million tons in 2003. Chinese currency 
manipulation is perpetuating this destructive trade imbalance and costing American jobs. 
Therefore, I implore you to advance H.R. 2378, the Currency Reform and Fair Trade Act, 
which would remedy this situation. 

Two quotes from the Steel Caucus hearing are particularly poignant on this issue. Mr. 
Tom Conway, International Vice President for the United Steelworkers, stated. ”We must 
also get tough on trade to ensure that we do not continue to hemorrhage jobs and capacity 
due to unfair trade practices like currency manipulation.” And Mr. Mario Longhi, CEO 
of Gerdau Ameristeel, stated. “We must ensure the U.S. is still a competitive place for 
manufacturing investment. This requires the U.S. to reverse the unsustainable imbalance 
that has allowed other nations to adopt policies supporting excessive exports of 
manufactured goods to the U.S., while we export debt and manufacturing jobs.” 

I also would like to bring your attention to a report recently published by Robert Scott, 
Senior International Economist and Director of International Programs at the Economic 
Policy Institute, entitled Unfair China Trade Costs LocalJohs. This report states that 
because of our trade imbalance with China, 2.4 million jobs were lost in the United States 
between 2001 and 2008, including 4,900 jobs from the First Congressional District of 
Indiana. The report highlights how Chinese currency manipulation has furthered this 
trade imbalanee and American job loss, and how China has aggressively acquired U.S. 
dollars to further depress the value of its ow'n currency. Specifically, China currently has 
about $2.4 trillion in foreign exchange reserves, of which about 70 percent are in U.S. 
dollars. 

Mr. Chairman. I believe that we are at a turning point in the discussion of this issue, and I 
applaud you for having this hearing with these prominent economists, which highlights 
the seriousness of the issue and the momentum that is growing for change. I again thank 
you for the opportunity to submit testimony and commend you and your Committee on 
your steadfast w'ork. 
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on behalf of I Squared R Element Co., Inc. and its employees 
Before The 

Ways and Means Committee Chairman. Sander M. Levin, hearing on the exchange rate policy of the 
Government of the People's Republic of China, and its impact on the U.S. and global economies. 

I have been invited by my Congressman, Chris Lee, to make a written statement to the Ways and Means 
Committee Chairman. Sander M. Levin, on China's manipulation of currency. 1 want to thank 
Congressman. Chris Lee, and Chairman. Sander Levin, for this opportunity. 

In 1994, in a brilliant move to create jobs and industries, China cut the value of the Yuan by forty percent 
and locked its value against the U.S. dollar. China was then a much poorer country. 

They knew to create wealth they had to grow, dig, or manufacture. Their stated industrial policy was to 
make China the world's largest manufacturer. To grow their manufacturing industries they needed 
capital, modem technology, plants, machinery, and export markets. 

They opened their home markets, with restrictions, to banks, insurance companies and brokerage houses. 
This provided the capital for industrial expansion. 

They also opened their manufacturing industries, with restrictions. China had approximately three 
hundred million unemployed or under-employed workers (this is about the total population of the U.S.) 
willing to work for twenty cents an hour. To entice U.S. manufacturing companies they offered cheap 
labor, cheap land and cheap plants, low ta.\es and a market of one billion three hundred million people. 

The decrease in the value of the Yuan immediately made alt Chinese exports 40% cheaper. In the short 
term the U.S. consumer enjoyed ihe benefits of cheaper products. In the long term this has caused the 
greatest transfer of w ealth and technology the w orld has ever seen. By 2008, it had created an economic 
crisis in the U.S.. worse than the Japanese surprise attack on Pearl Harbor. 

It has also caused a w orldw ide recession in every country except China. China’s Gross National Product 
is still expanding at 9% a year. 
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The Peoples Bank of China now holds over 2 trillion U.S. dollars and U.S. debt. A totalitarian country is 
now our country’s banker. 

The main reason China was so successful and that it was such an economic disaster for the U.S. w as that 
the majority of Congress, the Executive Branch and Academia are Free Traders. 

This group has failed to understand that both countries must be free traders. 

If one country (China) has a predatory trade policy and the other a free trade policy (no taxes at borders) 
the free trade country loses jobs, looses industries and looses w ealth. 

Also, the original free trade theory only works w hen products are traded (e.g. wool from Britain for w ine 
from Spain). It was never intended and will not work when one country trades products for the other 
country’s currency. 

If you manufacture heating elements, automobiles, machinery, Hat screen TV's or any other products and 
have a selling price of KKK) US dollars, the same product made in China is only 600 U.S. dollars, i.e. 40 % 
cheaper. No U.S. business can compete with the Chinese government's manipulated currency. 

We are in the worst economic recession since the I930's depression. 

There are seventeen million workers unemployed or under employed and the numbers are still increasing. 
Companies continue to downsize, olTshore and go out of business. 

Our accumulative trade deficit, yearly budget dcllcit and national debt continues to increase. 

Tax receipts in village towns, cities, counties and states are down causing huge deficits. My business is 
down 20%, we have people on lay-off, and work 3, 4. or 5 days a week due to lost U.S. businesses. 

Many would agree that entrepreneurs and small businesses were the job creators that drove our once great 
economy. 

I am an entrepreneur and ow ner founder of a small business. I have been creating jobs for over 45 years. 
Before I will spend my money or borrow money to rent or buy a building, acquire fixtures, computers, 
manufacturing equipment, raw materials, finished inventory and hire people, I first consider the risk of 
whether I will make or lose money. If I determine a foreign competitor can sell an equivalent product at a 
lower price I will not make the investment and hire people. Most entrepreneurs think as I do. 

We cannot make China do something they don’t want to do. They have it just the w ay they want it now. 
Tlie Chinese government has too many ways to cheat and too few cultural or moral taboos against 
cheating. Their government can not be trusted. 

The Chinese government by locking the devalued Yuan to the U.S. Dollar has destroyed millions of jobs 
and thousands of companies. 

Congress must do its duty and level the playing field. 

I whole heartily agree w ith Paul Kingman's article " Taking On China ”, he recommends placing a 
surcharge of 25% on all of Chinese products shipped into the U.S. 

Our Constitution, Article I , Section 8 states Congress shall have the power to regulate commerce w ith 
foreign nations. In my opinion. Congress has been negligent in the performance of its duties and should 
immediately place a surcharge on all Chinese products shipped into the United States. 

Thank you. 

Jack Davis 
President 
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Slatcment for Ihe Record 
Congressman Christopher J. Lee (NY-26) 

Ways & Means Committee Hearing on China’s Exchange Rate Policy 
March 24, 2010 

Thank you Mr. Chairman for the opportunity to submit comments on this important issue. 

A study released just this week by the Economic Policy Institute reported that since China joined 
the World Trade Organization (WTO) in 2001, 2.4 million jobs have been lost or displaced in the 
U.S. 

China's currency manipulation is a signillcanl factor in our U.S. trade defleit, and a broad range 
of economists believe that China's currency is deliberately undervalued by at least 40 percent. As 
the Committee well knows, the practical effect of China intentionally lowering its currency's 
value is to make its goods cheaper. So when Chinese manufacturers export a product, they 
effectively receive a 40 percent subsidy on their exports, a nearly insurmountable advantage over 
U.S. producers. This market-distorting policy artificially raises the price of our exports to China 
and gives Chinese goods a competitive edge in our market. 

Before being elected to Congress. I ran a manufacturing company. I have seen firsthand how 
China's currency manipulation has harmed America's manufacturing base. America's workers 
are the best in the world, and given a level playing field, we can compete and win in a global 
economy. But the playing field vis-a-vis China is not level, and China has gained an unfair 
advantage over U.S. manufacturers. 

Currency manipulation creates an unfair trade advantage, which ultimately harms American 
manufacturers and adds to the growing U.S. trade imbalance. 

Last fall, I joined more than 40 of our colleagues in sending a letter to President Obama 
expressing our disagreement over tbe Treasury Department’s decision to not name China as a 
currency manipulator in its October 1 5, 2009, report to Congress. It’s important Ihe Treasury 
Department joins the work being done in Congress and denounce China’s illegal and unfair trade 
practices. 

In the letter, we also expressed our support for H.R. 2378, the Currency Reform for Fair Trade 
Act, which would target exchange rate misalignment between Ihe U.S. Dollar, Chinese Yuan, 
and other major trading partners, in order to reduce the unfair comparative advantages that 
command economics can use against market economics. I’m hopeful this Committee will move 
this important legislation forward so we can begin to seriously address the inequity. 

I appreciate the Committee reeeiving written testimony from my constituent. Jack Davis, who 
also has a firsthand view of how China’s currency manipulation has had a negative effect on the 
economy in Western New York. 

The longer we allow China to manipulate their currency without repercussions the longer our 
domestic manufacturing industry will continue to sulTer. I appreciate the opportunity to submit 

this testimony to the Committee and look forward to working with you to strengthen our 
manufacturing sector and level the playing field for American businesses and workers. 
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(^hina fever will again grip Washington as the U.S. Treasurt’ nears its mid- April deadline for 
pronouncing whether (ihina manipulates its currency. Dangerous myths about the RMB will 
again be propagated, feeding (ihina bashers and prtttcctionist lobbies. Meanwhile, more 
important and politically tougher refomts in both the United States and (ihina will be 
conveniently overlooked. 

Most economists would agree that the R.MH is undert'alued and that it is in (China’s interest 
to allow appreciation. By pegging its exchange rate to the dollar, China abdicates a large 
measure of control over its monetary policy. In addition, an underx’alued currency increases 
prices for Chinese consumers, and contributes to inflationart' pressures and excessive 
accumulation of low-yielding reser\'es. 

However, the benefits of RMB appreciation for the United States are mixed at best and — 
whether net positive or negative — are certainly exajg;crated. U.S. policy makers should 
prioritize maintaining a collaborative relationship w’ith China, now the world’s largest trading 
nation, over staging another fruitless debate on the RMB. 

The Myths 

China’s growth has depended primarily on exports 

While integration into world markets has been vital for China’s development, domestic 
demand has always been the country’s primary growth driver. During the decade before the 
crisis, net-exports accounted for only about 1 percentage point of China’s 9.5 percent 
average annual grow'th, as imports grew almost as fast as exports. 

China did not contribute enough to global demand during the crisis 

Chinese demand was integral to Asia’s early emergence from the recession, and the rest of 
the world benefited as well. In 2008, China accounted for over 50 percent of world growth; 
last year, China expanded rapidly while the world economy contracted. 

Domestic demand in China expanded 12.3 percent in 2009, while domestic tlemand in the 
United States and industrialized countries contracted 2.6 percent and 2.7 percent, 
respectively. China’s ourjiut was able to grow nearly 9 percent even as exports plummeted 1 6 
percent. Imports held up much better than exports, and China’s current account surplus 
declined from 9.6 percent of CIDP in 2008 to 5.8 percent in 2009. Data to February this year 
suggests that the surplus is still shrinking. 

b'urthermore, during the most acute phase of the crisis — the fourth quarter of 2008 to the 
first quarter of 2009, when the dollar appreciated against nearly all currencies — China 
maintained the R.MB’s peg to the dollar. This helped other countries weather the demand 
collapse. 

China’s consumption is not growing fast enough 

Private consumption in China grew by an av'erage of about 7.5 percent over the ten years 
prior to the crisis, faster than in any other laige economy. In the United States, private 
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consumption grew at an annual rate of 3.6 percent over the same period. Nonetheless, 
consumption’s share of China’s national income fell over that period as investment grew 
even faster. In 2009, however, consumption’s share rose, another hopeful sign that the 
economy may be rebalancing toward domestic demand at the expense of exports. 

The United States depends on China to buy its government debt 

At the end of 2009, (ihina held only about 7 percent of U.S. federal government debt 
outstanding. Sold at a high price (low yield), U.S. government debt is a popular security. At 
the same time, the United States is benefiting (ihina; (ihina has few good alternatives to hold 
its reserves and U.S. firms are large investors and employers in China. In the investment 
arena, as in others, the United States and China are mutually dependent. 

China has been manipulating its currency to get an unfair advantage in trade for 
years 

About 60 countries peg their exchange rates to the dollar today, and they are not all currency 
manipulators. The real question is whether a country systematically pegs its currency at an 
artificially low rate in order to gain competitive advantage — a violation of l.Mb' and WTO 
rules. 

The evidence against the RMB is mixed at best. China pej 5 >ed the RMB to the dollar at the 
end of 1997, in the midst of the Asian crisis. At that time, the United States and other 
countries applauded the peg as a generous act that promoted stability in the region. Serious 
complaints did not emerge until 2003, when China’s trade surplus and America’s trade deficit 
(with the world and with China) began to rise sharply. 

However, the RMB/ dollar rate, which had not changed, was not the primaiy reason for the 
growing imbalance. Rather, in the United States, the fiscal surpluses of the final Clinton years 
had shifted to large deficits and the Cireenspan l-'ed was pursuing very loose monetary 
policies while the financial sector generated additional liquidity as a result of inadequate 
oversight and regulation. In China, ajg'ressive domestic reforms had prompted exceptional 
productivity growth in manufacturing, while the government promoted both exports and 
import substitution. 

Recognizing these shifts, China adopted a policy of gradual RMB appreciation in July 2005. 
Three years later, the RMB had risen 21 percent against the dollar. Because of the sharp, 
crisis-induced drop in export orders, however, China suspentled the policy. China’s central 
bank governor recently confirmed that the suspension is a special, crisis-related measure, 
implying that gradual appreciation will resume as the crisis abates. 

Revaluation of the RMB will help the U.S. economy 

The immediate effect of RMB appreciation would be to raise prices for U.S. consumers. A 
25 percent revaluation of the RMB, which some economists have said is needed, would — if 
not offset by a reduction in (China’s prices — add S75 billion to the U.S. import bill. Since the 
United States imports three times as much from China as it exports there, higher U.S. 
c.xports to (ihina would not nearly offset the welfare loss to U.S. consumers from higher 
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(Chinese prices. It would take years for adjustment to a higher RMH to occur, but in the end, 
though some U.S. firms would gain and some export jobs would be created, the U.S. 
consumer would be the loser, and the net welfare effect on U.S. workers would probably be 
negative. 

Revaluation of the RMB is critical for reducing global trade imbalances 

A revaluation of the RMH by itself would do little to redress global imbalances, and could, as 
mentioned, initially lead to a wider U.S.— (]hina trade deficit. Most likely, unless U.S. domestic 
demand falls for other reasons, the overall U.S. trade deficit would hardly budge in the end 
as the United States would simply import more from other countries that wtiuld resist 
following (China’s lead in allowing curreno' appreciation. 

The (Tougher-to-Deal-With) Realities 

China*s policies artificially promote investmentf exports, and import substitution at 
the expense of consumption 

Many leaders in (^hina acknowledge the need to address the countn'’s pervasive export and 
import-substitution policies, as wxil as the suppressed interest rates, w hich low^r the cost of 
capital for (Chinese firms. However, tough internal policy battles lie ahead as powerful vested 
interests resist change. International pressure on these issues w'ould strengthen the hand of 
reformers. 

China needs to improve its safety nets 

Although budget outlays for health and education have increased significantly in recent 
years, much more needs to be done. I'urther improvements would probably prompt 
households to reduce savings and increase consumption. However, the impact on (China’s 
trade balance w-ould depend on how' the safet)' nets w ere financed. If social security 
contributions to the de-facto pay-as-you-go system were simply raised, national savings 
would change little. If on the other hand, these outlays increased government deficits and 
borrowing, national savings and (China’s trade surplus might decline. 

Overwhelmingly, U.S. external deficits are determined by U.S. policies 

All fair-minded economists recognize that measures to reduce the U.S. fiscal deficit and 
encourage household savings will do infinitely more to correct U.S. current account deficits 
than any conceivable policy change in China. Though the needed measures are w’ell-know-n, 
and include raising c<)nsumption and energ)’ taxes, increasing competition and efficiency in 
healthcare, and establishing a needs-tested social security system, these changes are politically 
complicated to say the least. 

Conclusion 

(China’s economy has become so large and globally integrated that its exchange rate policy is 
a matter of international concern. But, more than an international issue, it is crucial for 
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China. CJiven the realities outlined above, it makes little sense for the United States to point 
to (ihina’s exchange rate as a major bilateral issue. Designaring China a currency 
“manipulator” will only impair a crucial relationship. In addition, the debate diverts attention 
from the politically difficult, but much more significant, domestic reforms that arc needed in 
both the United States and China. 

Pieter Rot/elier, former chief of the W'oHd Rank 's resident mission in Reijine, is a nonresident scholar in 
Carnegie 's International Economics Program and senior adjunct professor of China studies at the School of 
Adranced International Studies (SAIS) at ]ohns Hopkins Unirersity. Vri Dadnsh is a senior associate in 
and the director of Carnegie’s International Economics Program. 
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Thank you Chairman Levin, and members of ihe House Committee on Ways and Means, for 
allowing the Coalition for a Prosperous America to present this written testimony to you. We 
respectfully request that this written testimony be accepted into the written record for this 
hearing. 

SUMMARY OF TESTIMONY: 

The Coalition for a Prosperous America, and its members, support neutralizing the persistent 
undervaluation of the Chinese renminbi counten ailing duties, and/or anti*dumping duties. This 
can best be accomplished through passage of the Currency Reform for Fair Trade Act of 2009 
(H.R. 2378). There is wide agreement that China persistently undervalues its currency and that 
the impact is a mercantilist one. not a free-trade result. The quantity of undervaluation is 
anywhere from 25 to 50 percent, a range that is agreed upon widely. This currency manipulation 
has in large part been an underlying cause of the Great Recession. The volume of manufacturing 
and jobs oft' shored because of this unfair trade tactic has been devastating. As Treasury 
Secretary Geithner has argued, we cannot grow GDP w ithout correcting this problem. 

Diplomacy and negotiation have been tried for several years, reached the upper levels with 
President Obama's November 2009 visit to China, and failed. Enforcement of international 
norms, which disallow such undervaluation, is necessary. The U.S. House should pass the 
Currency Reform for Fair Trade Act for 2009 (HR 2378) to neutralize this currency advantage 
and return to free and fair trade. Passage of HR 2378 is the most significant jobs creation and 
economic growth action that this body can take. 

BACKGROUND OF CPA: 

The Coalition for a Prosperous America (CPA) is a national, nonpartisan organization 
representing the interests of 2.7 million citizens through its farmer, rancher, manufacturing and 
organized labor association and company members. Our members include industry .sectors such 
as farming, ranching, steel, aluminum, tooling and machining, electronics, te.\tiles, service 
industries, cattle production, crop production and many other sectors. We advocate only on 
issues in which all sectors agree. Our members unanimously agree, and place a top priority 
upon, neutralizing the currency undervaluation caused by China and other countries. 
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THE GDP PROBLEM CAUSED BY THE TRADE DEFICIT: 

Our recent recession was, by definition, the result of a contraction of gross domestic product 
(GDP). GDP is a mathematical calculation including four factors: (I) Consumption; (2) 
Investment; (3) Government Procurement; and (4) Net Exports (exports minus imports). 

In recent years, the U. S. has experienced record Net Imports, not Net Exports. Net Imports 
means our trade balance directly and mathematically depressed GDP. (The Administration has a 
new goal to double exports in 5 years, but the issue is not absolute exports, but Net Exports.) 
Production and jobs were off-shored, so we imported and consumed products rather than 
produced them. 

Because such a high volume of production and Jobs was olT-sborcd. Investment followed that 
production elsewhere. Investment that would have occurred here occurred elsewhere. 

Therefore, in the last ten years, net Investment has been zero in the United States. GDP was not 
assisted at all by Investment. 

The result is that GDP has been supported by Consumption and Government Procurement only. 
Investment contributed nothing. And Net Imports depressed GDP. 

We cannot build an economy on Consumption and Government Procurement alone. We have to 
produce, invest and export more than we import in order to stop foreign borrowing and begin to 
pay down our massive international debt. Tbe solution is to fix trade policy, rebalance our 
current account deficit, and produce more here. Doing so will negate the Net Import problem; 
cause substantial Investment; add millions of jobs; and grow GDP. 

FREE TRADE CANNOT EXIST WITH MANIPULATED CURRENCIES: 

Classic free trade permits little or no government intervention in terms of tariffs, subsidies, or 
nontariflVnonsubsidy barriers and market distortions. There is debate as to whether classical free 
trade can truly exist among diverse economies, but we will assume it can for purposes of this 
testimony. 

Free trade cannot exist unless respective national curreney values reflect their true market value. 
In other words, if currency values do not adjust to changing market conditions (whether by a 
repeg or a float), then free trade cannot exist. That is because changes in currency valuation will 
occur in the free market to counter persistent trade deficits or trade surpluses. Persistent trade 
deficits or trade surpluses arc destabilizing to the global economy and to national economies. 
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The manner in whieh currency valuation changes remedy persistent trade deficits or trade 
surpluses is as follows. When Country A has persistent net exports, its economy grows, and its 
currency should appreciate in value. With appreciation. Country A’s exports become more 
expensive, less attractive on the world market in relation to competitors, and exports thus decline 
while imports rise. Country B may have persistent trade deficits (net imports). County B's 
economy thus slows its growth (or contracts). Its currency valuation should decline. Its export 
olTcrings become cheaper on global markets, thus more attractive to buyers, while imports 
become more expensive, and Country B's net trade rebalances to a more positive level. 

China (and other Asian countries such as South Korea, Japan, Taiwan and Singapore) manipulate 
their currency values at the expense of countries with free-lloating currencies. This trade 
strategy is both protectionist (protecting against import competition) and mercantilist (facilitating 
exports unfairly). China is the most egregious and noteworthy currency manipulator because of 
the size of its economy, the brazenness of its elTorts, and its percentage share of the U.S. trade 
deficit. We believe its currency is at least 35 percent undervalued, making Chinese exports 
35 percent cheaper than it would otherwise be (an export subsidy) and making U. S. sales to 
China 35 percent more expensive than they would otherwise be (a tariff). 

CHINA’S LABOR CO.ST ADVANTAGE IN THE CONTEXT OF CURRENCY 
MANIPULATION. 

China is sometimes assumed to be a low cost manufacturing country, in large part because of 
cheap labor. However, China is a high-cost manufacturing country because of low productivity, 
immature infrastructure, and the artificially high cost of imported energy and components, 
among other factors. While labor costs are a local market, capital and raw materials costs arc 
more ofien priced in international markets. Thus China can only have an advantage on labor, but 
not necessarily raw materials and capital costs. 

The labor cost differential is largely irrelevant to trade where currency manipulation exists. 

There are few major U. S. production sectors, if any, wherein labor makes up 35 percent or more 
of the cost of production. Let's assume an industry sector in which labor is 1 0 percent of the cost 
of production. Let’s further assume that we could, by government fiat, cause the labor input 
portion of costs to be zero . If that occurred. China would still have a 25 percent advantage due 
to currency alone. 

U.S. producers of food and goods have to reduce their costs by an astounding 35 percent to 
become competitive with the Chinese due to their currency intervention. (We ignore, for 
purposes of this testimony, other Chinese government subsidies.) U.S. competitiveness 
internationally is not a serious topic unless we address this unfairness. 
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Free trade cannot exist unless the currency underv aluation problem is neutralized as a tariff and 
subsidy. 


REMEDY: 

Enforcement of international trade norms must be a priority if the U.S. is to be a successful 
economic country. If rules are not enforced, international trade breaks down and produces harm 
instead of benefit. Neutraliz.ing the Chinese currency advantage through countervailing duties, 
anti-dumping duties, or carefully calibrated tariffs is essential. 

H.R. 2378 should be approved by this Committee, and passed on the House floor. Persistent 
currency undervaluation is a violation of the IMF Charter. The IMF has an agreed-upon method 
to quantify the level of persistent currency undervaluation. U. S. trade laws arc set up to 
neutralize wrongful foreign subsidies. Persistent currency undervaluation is a subsidy. H.R. 
2378 will calegoriz.e persistent currency undervaluation by trade rivals as an unlawful subsidy. 
Existing enforcement mechanisms of U.S. trade law can make a major dent in the problem. In 
other words, HR 2378 creates no new substantive law. Rather it takes existing international 
nonns and creates a remedy for them under U. S. trade laws. 

SUMMARY: 

America cannot recover from the Great Recession with job growth and production growth 
without remedying the currency problem. This issue is mature and has been deliberated. 
Diplomacy has failed. China has a far stronger incentive to continue its undervaluation than to 
revalue. Enforcement is the sensible approach, and cannot be determined a radical approach. 
Those opposing enforcement are protecting the protectionism of others. 

It is worth noting as well that, unlike other approaches to stimulating the recovery and 
restructuring of the American economy, passage of H.R. 2378 would not require new 
government spending. 

We encourage this committee to mark up HR 2378, approve it, and move that bill to the floor of 
the House fora full vote. 

Respectfully submitted, 

Brian O’Shaughnessy, Chief Co-Chair and Manufacturing Co-Chair of CPA 
(Chairman, Revere Copper Products) 

Joe Logan, Agricultural Co-Chair of CPA 
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(Director, Agricultural Programs, Ohio Environmental Council) 

Bob Baugh, Labor Co-Chair of CPA 

(Executive Director, AFL-CIO Industrial Union Council) 
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March 24, 20 1 0 

The Honorable Sander M. Levin 
Chairman 

Committee on Ways & Means 
U.S. House of Representatives 
1 102 Longw'orth House Office Building 
Washington D.C. 205 1 5 

Rc: R-CALF USA^s Written Submission Regarding Hearing on China's Exchange Rate 

Policy Scheduled for March 24, 2010 

Dear Chairman Levin; 


(dn Cattle "P^ecUtceftf 



The Ranchcrs-Catticmcn Action Legal Fund. United Stockgrowers of America (R-CALF 
USA) appreciates the opportunity to make this written submission for the record of the Hearing 
on China 's Exchange Rale Policy scheduled for March 24. 2010. 

R-CALF USA is a national, non-profit organization dedicated to ensuring the continued 
profitability and viability of the U.S. cattle industry and represents thousands of U.S. farmers and 
ranchers, whose businesses involve the raising and selling of live cattle, on domestic and 
international trade and marketing issues. R-CALF USA’s membership consists primarily of cow- 
calf operators, cattle backgrounders, and feediot owners. Its members are located in 46 stales, 
and the organization has numerous local and state association afllliatcs, from both cattle and 
farm organizations. Various main-street businesses are associate members of R-CALF USA. 

The distortions that persist in global beef and cattle trade have contributed significantly to 
the long-term contraction of the U.S. cattle industry. Since 1980. U.S. Department of Agriculture 
(USDA) data show that the U.S. has lost over 40 percent of its U.S. cattle farms and ranches that 
raise beef-type cattle, representing an exodus of over half a million U.S. cattle businesses from 
all across the United Stales.' Data from USDA also show the U.S. cattle industry has been 
shrinking the size of its cattle herd, which now consists of nine million fewer cattle than w ere in 

' Scr Number of Opcraiioiis w ith Catlle and Milk Cows. 1979-1980. Cattle. U.S. tX*partment of Agriculiurc 
(USDA). Economic Research Service (ERS) (Jan. 30. 1981), at 16 (There were 1.272.950 beef catlle operations in 
the U.S. in 1980). avuilabicat hltp://usda.mannlib.comell.edu'usda/nass/Cait//1980&'l98l/Cail-0l-30-l98l.pdf:ree 
a/xoCallle and Calves: Number of Operations and Percent of Inventory by Size Group. United Stales. 2008-2009. 
Farms. Land in Farms, and Livestock Operations 2009 Summary. USDA. Natimtal Agricultural Statistics Service 
(NASS) (February 2010). at 20 (There were 753.000 remaining beef cattle operations in tltc U.S. in 2009.), available 
at hitp://usda.mannlib.comell.edu/usda^curTcnt4‘'armLandln/FarmLandln-02- l2-20IO_new_fotmai.pdf. 
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the domestic production chain in 1996.* Ironically, other major cattle-producing countries 
increased their respective herd sizes while the U.S. herd was shrinking. Brazil is just one 
notable example of this phenomena, as is the growth in the collective herd size of the 17 
countries with which the U.S. currently has free trade agreements."* 

China is viewed by many in the U.S. as a potential customer of U.S. beef. But, the 
distortion created by China’s undervaluation of its currency likely would price U.S. beef beyond 
the reach of even China’s middle-income population. In 2009, the U.S. cattle producer received 
less than 43 percent of the value of Choice beef sold at retail.^ Thus, in order for U.S. cattle 
producers to at least maintain the economic returns realized in 2009, they would need to continue 
receiving approximately $1.81 per pound retail weight from each carcass that actually sold at 
retail for S4.26 per pound in 2009.^ However, with an estimated per-capita income of only 
$6,500 in 2009 dollars,^ the Chinese population is not likely to consume significant volumes of 
U.S. beef at the price U.S. cattle producers must receive to maintain economic par with 2009 
(i.e., SI.81 per pound retail weight), let alone at the average 2009 retail price of S4.26 per pound, 
which is the retail price necessary for U.S. cattle farmers and ranchers to maintain the economic 
returns realized in 2009 under the current structures of the U.S. cattle and beef industries. 

Before introducing the added effect of China’s exchange rate policy, it should be noted 
that the United States, where per-capita income is estimated at $46,400“ (which is more than 
seven times greater than in China), consumed more beef than it produced in 2009.’ China, 

^ S^Calile and Calves, Number by Cla-ss and Calf Crop, United States, January I, 1995-1996. Cattle, USDA NASS 
(Januajy 1997). at 3 (C>n Jan. I. 19%. the number of U.S. cattle and calves in iltc U.S. was approximately 103.5 
million head.), available at http://usda.mannIib.comell.edU/usda/nass/Catt//I990s/1997/Catt-01-3l-I997.pdf; see 
also. Cattle, USDA NASS (Jan. 29. 2010), at I (On Jan. 1, 2010. the number of U.S. cattle and calves in the U.S. 
was 93.7 million head.), available at http://usda.mannlib.comcII.cdu/usda/curTcnt/Catl/Catt-01-29-20I0.pdf. 

^ See FAOSTAT Production Database, Food and Agricultural Organization of the United Nations, available at 
http://faoslat.rao.org/siie/573/DcsklopDefault.aspx?PagclD=573#ancor. 

■* id. 

^ See Choice Beef Values and Price Spreads and the All-Fresh Retail Value. USDA ERS. available at 
hltp://w\v'w .ers.usda.gov/Data/meatpricespreads/. 

* See id. (These values reflect the 2(X)9 average Choice beef retail value (retail beef price) and the 2009 average net 
fami value (the average price paid to U.S. cattle producers based on the retail beef price.). 

’ See The World Faetbook: China, U.S. Central Intelligence Agency, available at 
hltps://ww'w.cia.gov/library/publicalions/thc-\vorld-factbook/gcos/ch.html. 

* See id.. United Slates, available at https://w'ww.cia.gov/library/publications/thc-vvorld-factbook/geos/us.html. 

’ See Beef and Veal Selected Countries, Livestock and Poultry: World Markets and Trade, U.S. Department of 
Agriculture. Foreign Agricultural Scn icc (October 2009) (The U.S. consumed 12.3 million metric tons of beef but 
produced only 1 1 .8 million metric tones, making the U.S. a net importer of beef and veal.), available at 
http://www.fas.usda.gov/psdonlinc/circulars/1ivestock_poultry.pdf. 
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however, produced more beef than it consumed in 2009.’® Thus, China's prospects of soon 
becoming a significant purchaser of U.S. beef, particularly at prices necessary to sustain a U.S. 
cattle industry, do not appear promising. 

China’s currency undervaluation is an effective tariff on U.S. beef exports. When China’s 
undervalued currency is factored into the consideration of China as a potential market for U.S. 
beef, the prospect of exporting beef to China at prices necessary to sustain the U.S. cattle 
industry at even the 2009 economic level (albeit a level that is insufficient to reverse the ongoing 
contraction of the domestic industry) is dismal. China’s currency is undervalued between 30 and 
50 percent. ' ‘ The effect is that the $4.26 per pound Choice beef price in the U.S. (which, again, 
is the price necessary to sustain the economic condition of U.S. cattle producers at the 2009 
level) becomes anywhere from $5.54 per pound to $6.39 per pound when sold to Chinese buyers 
because of the currency tariff The effect is to price U.S. beef beyond the reach of the Chinese 
population, which already has limited purchasing power in a country that produces more beef 
than it consumes. 

In addition, though China does not currently export beef to the United States, it has a 
cattle herd size of approximately 82.6 million cattle,'" which is comparable to the United States' 
herd size of 93.7 million cattle.'^ Thus, China has the potential to significantly increase beef 
production, particularly if it attempts to emulate cattle production and beef processing practices 
in the United States. And, this appears to be China’s intention. China's currency policy could 
facilitate this transformation by subsidizing exports and deterring imports of beef, just as it has 
already done for com, apples and apple concentrate, and countless other products. 

In 2001, China began a $200 million development project (backed by the World Bank) to 
build an infrastructure of feedlots and slaughterhouses and give assistance to small-scale cattle 
producers in east-central China to build a competitive beef production industry in the region.'^ In 

St'C' Beef and Veal Selected Countries. Livestock and Poultry: World Markets and Trade, U.S. Department of 
Agriculture. Foreign Agricultural Service (October 2009) (China produced 5.76 million tons of beef and veal and 
consumed 5.7S million tons of beef and veal, meaning that China likely is a net beef and veal exporter.), available at 
hltp://www.fas.usda.gov/psdonline/circulars/livestock jx>ultry.pdf. 

" Sec Hearing Advisoiy. Web Site of Committee on Ways & Means, available at 
hltp://waysandmeans.housc.gov/prcs&TRArticle.aspx?NcwsID=l 1060. 

See FAOSTAT Production Database, Food and Agricultural Organization of the United Nations (estimate based 
on 3008 data.), available at http://raostat.fao.org/sitc/573/DesktopDefault.aspx?PagcID=573^ancor. 

’’ See January I Cattle Inventoiy Down 1 Percent, Cattle. U.S. Department of Agriculture. National Agricultural 
Statistics Service (Jan. 39, 2010). available at htip;//usda.mannlib.comell.edu/usda/current/Can/Catt-0]-29- 
2010.pdf. 

See Subsidies Enforcement Annual Report to the Congress, Joint Report of the Office of the U.S. Trade 
Representative arni the U.S. Department of Congress. February 200 1 . 



146 


The Honorable Sander M. Levin 
March 24, 2010 
Page 4 

2003, China initialed a naiional strategic ‘Beef Advantageous Development Area Program' that 
was intended to shift their marketing focus to higher quality beef production.'* 

In a more recent USDA Foreign Agricultural Scr>'icc (FAS) report, the agency predicted 
that 2009 beef consumption was expected to fall in China due to the high price of beef compared 
to other meats.'* The FAS report also indicated that beef production, likewise, was expected to 
decrease due to shrinking profits for Chinese cattle producers. The currency-devalued price of 
fed cattle in China in 2008 was approximately RMB 6,615 ($965.70 U.S.), and production costs 
were estimated at RMB 6,340 ($880.50 U.S.), which, according to the report, resulted in a per 
head profit of about $40 for Chinese cattle producers.'^ In comparison, the 2008 average market 
price for fed cattle in the U.S. was $1,162.63 per head'* and the cost of production for U.S. cattle 
feeders was approximately $1,315.5 per head,'^ representing a per head loss to U.S. cattle 
feeders of approximately SI 53 per head that year. 

Should China increase its domestic beef production and/or begin exporting beef to the 
U.S. while its currency undenalualion remains unaddressed, the likely cfTcct would be an 
accelerated contraction of the U.S. cattle industry. China’s currency undcrx alualion alone would 
enable it to sell beef in the U.S. market for between 30 percent and 50 percent less than the value 
of domestic beef, not to mention the effect on the price of beef due to other internal government 
subsidies that may significantly lower the market price of Chinese beef. 

The adverse efTeci of China’s undervalued currency becomes more apparent to the U.S. 
cattle industry when costs and prices for live cattle arc considered. For example, using the 2008 
production costs and prices for fed cattle discussed above, a hypothetical Chinese fed steer sold 
in the U.S. market would net the Chinese producer about $282 per head (U.S. price of $ 1 , 1 62.63 
less Chinese production cost of $880.50). Thus, with China’s subsidized currency, a hypothetical 
Chinese steer sold in the 2008 U.S. market would have given China a $435 per head advantage 
over U.S. cattle producers whom sold cattle in the U.S. that year (calculated by adding China’s 
$282 profit to the United Stales’ $153 per head loss). 


See Subsidies l^nforcemenl Annual Report to the Congress, Joint Report of the Ofllce of the U.S. Trade 
Representative and the U.S. [>eparimcnt of Congress. February 2004. at 41 . 

’‘.See China. Peoples Republic of. Livestock and Products, Semi-Annual Report. 2009, GAIN Report No. CU90I7 
(March 9. 2009) available at hltp://\vww.fas.usda.gov/gainriles/200903/I46327423.pdf. 

” See id (Note, however, that while the GAIN report estimates the profit at S40.00 per head, the numbers prov ided 
in the report to calculate production costs indicate the profit is about S8S.00 per head.), available at 
http://wvv'w.fas.usda.gov/gainfiles/200903/l 46327423.pdf. 

See Choice Beef Values and Price Spreads and the All-Fresh Retail Value. USDA HRS (Hstimatc is based on the 
average 5 market steer price in 2008 and a I.2S0 pound steer.), available at 
hltp://www.ers.usda.gov/Data/mcatpriccsprcads/. 

See High Plains Cattle Feeding Simulator, USDA ERS (Estimate is bused on the average monthly cost of 
producing a fed animal in 2008). 



The Honorable Sander M. Levin 
March 24. 2010 
Page 5 
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The iniroduciion of increased supplies of lower-cosi beef resulting from China’s 
under\'alued currency would have a iremendous. negative impact on the viability of the U.S. 
cattle industry that is extremely price-sensitive to increased supplies due to the industry’s farm 
elasticity of demand. The U.S. International Trade Commission has determined that the farm 
level elasticity of demand for slaughter cattle is such that ''each I percent increase in fed cattle 
numbers would be expected to decrease fed cattle prices by 2 percent.”"® By extension, increases 
in the supply of beef that is derived from fed cattle likewise would depress fed cattle prices in the 
same manner. 

In conclusion, if the goal of Congress and the Administration is to increase exports of 
beef and other U.S. agricultural products, then this tariB' caused by China’s currency 
undervaluation must be neutralized. R-CALF USA urges the U.S. House Ways and Means 
committee to take immediate and decisive action to correct the untenable trade distortions caused 
by China’s persistent currency underv aluation. 


Sincerely, 



Bill Bullard 
CEO 


* U.S.-Auslralia Free Trade Agrccmcni: Potential Economywidc and Selected Sectoral Eflrecls. United Slates 
International Trade Commission (Publication 3697; May 2004) at 44. In 26. available at 
hltp://holdocs.usilc.gov/docs/pubs/2 1 04f/pub3697.pdr. 
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Free Trade Bulletin No. 41 - March 24, 2010 


Introduction 

The Chinese currency issue has roared back to life with a vengeance and once again 
threatens U.S.-China relations and the global trading system. Ofdcial dialogue has descended 
into an exchange of finger-pointing and tongue-lashings. And Washington is abuzz with 
sanctions talk, as lawmakers from both major parties throw their support behind legislation 
intended to compel China to revalue the Renminbi (RMB). 

The catalyst for this latest flare-up is the impending Treasury Department report to 
Congress on currency manipulation, which is due on April 1 5. Although Treasury has never 
branded China as a currency manipulator — which is a label that would spark negotiations on an 
“expedited basis” and open the door to “remedial” legislation — there is increasing speculation 
that a new precedent will be set with the forthcoming report. 

The president has expressed concern that an undervalued RMB “artificially inflates the 
price of U.S. goods” and, by extension, undermines the goal of his just-unvcilcd National Export 
Initiative to double U.S. exports in five years. Reducing imports— the perennial goal of 
America’s very vocal import-competing industries and unions — seems to be the primary 
motivation for Congress in the currency debate. 

Before they do something rash, the administration and Congress should take deep breaths 
and consider whether RMB appreciation would even lead to the outcomes they desire— namely, 
more balanced trade. The evidence does not support their objective. They also should consider 
the likely consequences of taking the provocative actions under review. Although the short-term 
political benefits may be all that matter to some politicians, real economic costs will be borne 
without any economic benefits to show. 

There are less provocative alternatives for encouraging China to recycle its accumulated 
foreign reserves, which is probably a worthy objective. Unfortunately, policymakers* fixation on 
the politically charged, but economically meaningless, bilateral trade account only spells trouble. 

The Renminbi is Likely Undervalued 

Many economists believe that the Renminbi is undervalued, but there is disagreement 
about the magnitude. Disagreement is to be expected. Afier all, nobody can know the true value 
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of the RMB unless, and until, it is allowed to float freely and restrietions on China’s capital 
account arc removed. ' Short of that, economists produce estimates of undervaluation — and those 
estimates vary widely. So that begs a practical question: How will we know when we arc there? 

That question is important because Congress is once again agitating to consider 
legislation to compel the Chinese to allow RMB appreciation under the threat of sanction. Of 
course, that approach assumes that China will respond more “favorably" to public condemnation 
and arm-tw isting than it would if the issue were allowed to migrate to the back burner. But U.S. 
politics won’t allow that. 

Laser-like Focus on the Trade Deficit 

For Congress, the issue is not that the currency is undervalued per se, but that the United 
States has a large bilateral trade deficit with China, which is popularly attributed to the 
undervalued RMB.^ Currency revaluation for many policymakers is just a proxy for reducing the 
trade deficit to zero, or better still, turning it into a surplus. There should be little doubt that 
many will take the position that the RMB is undervalued as long as U.S. imports from China 
exceed U.S. exports to China. 

Leaving aside the question of w hether bilateral deficit reduction should even be an 
explicit objective of policymaking in the first place, there is reason to be skeptical that currency 
revaluation would have the “desired” efllcct. It is assumed that Americans will reduce their 
purchases of Chinese products and that the Chinese will increase their purchases of American 
products if the value of the RMB increases against the dollar. But whether those trends would 
work to reduce the U.S. deficit with China depends on the extent to which consumers in both 
countries are responsive to the relative price changes. 

What matters for the trade account is how much Americans reduce their purcha.ses of 
Chinese goods and how much the Chinese increa.se their purcha.ses of U.S. goods. Import value 
equals price times quantity, so if the percent increase in price (appreciation of the RMB) exceeds 
the percent reduction in quantity of imports consumed (in absolute value), then import value will 
increase. For example, if the RMB appreciates by 25 percent and U.S. consumers reduce 
consumption of Chinese imports by only 10 percent, then the value of U.S. imports from China 
will be greater than before (adding to the trade deficit). The same 25 percent increase in RMB 
value, however, should lead to an unequivocal increase in U.S. exports to China because the 
dollar price eharged (the price used to measurc U.S. exports) remains the same, while the 
quantity sold to China increases because Chinese eonsumers, by virtue of RMB appreeiation, 
face lower relative priees, and demand more goods. Thus, RMB appreeiation should 
unambiguously increase U.S. export value, redueing the trade deficit. But its cfTect on U.S. 
import value is ambiguous. 

Whether the aggregate change in U.S. import and export value results in a lower trade 
deficit depends on the relative responsiveness (price elastieity) of American and Chinese 
consumers to the price changes they face. If U.S. consumers are responsive (they reduce the 
quantity of their purchases by a percentage greater than the price increase), then the trade defieit 
will decline, regardless of the degree of Chinese responsiveness. If U.S. consumers are not 
responsive (they reduce the quantity of their purchases by a smaller percentage than the price 
increase), then import value will rise and Chinese consumers would have to increase their 
purchases of American goods by a large enough percentage to offset the increased U.S. import 
value, if the U.S. trade deficit is to be reduced.^ 
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Weak Link between Currency Values and Trade Flows 

Recent evidence suggests that RMB appreciation will not reduce the U.S. trade deficit 
and undermines the common political argument for compelling China to revalue. Between July 
2005 and July 2008. the RMB appreciated by 2 1 percent against the dollar — from a value of 
$. 1 208 to $.1464.^ During that same period (between the full year 2005 and the full year 2008), 
the U.S. trade deficit with China increased from $202 to $268 billion. 

U.S. exports to China increased by $28.4 billion, or 69.3 percent. But how much of that 
increase had to do with RMB appreciation is very much debatable. The chart below shows that 
U.S. exports to China were already on an upward trajectory, increasing by $3 billion in 2001, $3 
billion in 2002, $6.2 billion in 2003, and $6. 1 billion in 2004, when the exchange rate was 
consistently at 8.28 RMB per dollar. Natural sales growth from the confluence of market 
penetration and cultivation of Chinese demand was already evident. 


RMB Appreciation and Changes in U.S. Export Value to China 
2001-2008 



In 2005 — ihe first year in which there was a slight RMB appreciation — the value of 
exports increased by $6.8 billion. Exports jumped another $12.5 billion in 2006, a year in which 
the RMB appreciated by 2.8 percent. But in 2007, despite an even stronger 4.7 percent RMB 
appreciation, the increase in exports was only $9.3 billion. And in 2008, the RMB appreciated by 
a substantial 9.5 percent, but the increase in exports fell to $6.8 billion. If currency value were a 
strong determinant, then export growth should have been much more robust than it was in 2007, 
and in particular, 2008. 

On the import side, recent experience is even more troubling for those who seek deficit 
reduction through currency revaluation. The evidence that an appreciating RMB deters the U.S. 
consumption of Chinese goods is not very compelling. During the period of a strengthening 
RMB from 2005 to 2008, U.S. imports from China increased by S94.3 billion, or 38.7 percent. 
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Not only did Americans demonstrate strong price inelasticity, but they actually increased ihsir 
purchases of Chinese imports, in seeming defiance of the law of demand. One reason for 
continued U.S. consumption of Chinese goods despite the relative price inca^ase is that there 
may be a shortage of substitutes in the U.S. market for Chinese-made goods. In some cases, there 
are no domestically produced alternatives. Accordingly, U.S. consumers are faced with the 
choice of purchasing higher-priced items from China or foregoing consumption of the item 
altogether. 

It is doubtful that members of Congress, who support action to compel Chinese currency 
appreciation, would proudly announce to their constituents that they intentionally reduced their 
real incomes. But that is the efi'cct of relative dollar depreciation. 

Globalization Mutes the F.ffect of Currency Changes 

Something else is evident about the relationship from those 2005 to 2008 data. The fact 
that a 21 percent increase in the value of the RMB was met with a 38.7 percent increase in 
import value means that the quantity of Chinese imports demanded afier the price change 
increased by nearly 1 5 percent.^ 1 1 igher prices being met w ith greater demand would seem to 
defy the law' of demand. 

Chinese exporters must have lowered their RMB-denominated prices to keep their export 
prices steady. That would have been a completely rational response, enabled by the fact that 
RMB appreciation reduces the cost of production for Chinese exporters — particularly those who 
rely on imported raw materials and components. According to a growing body of research, 
somew here between one-third and one-half of the value of U.S. imports from China is actually 
Chinese value-added.* The other half to tw o-thirds reflects costs of material, labor, and overhead 
from other countries. China's value-added operations still tend to be low-value manufacturing 
and assembly operations, thus most of the final value of Chinese exports w as first imported into 
China. 

RMB appreciation not only bolsters the buying power of Chinese consumers, but it 
makes Chinese-based producers and assemblers even more competitive because the relative 
prices of their imported inputs fall, reducing their costs of production. That reduction in cost can 
be passed on to foreign consumers in the form of low er export prices, which could mitigate 
entirely the intended elTect of the currency adjustment, w hich is to reduce U.S. imports from 
China. That process might very well explain what happened between 2005 and 2008, and is 
probably a reasonable indication of what to expect going forward. 

In a 2006 Cato paper on the topic of exchange rates and trade flow s, this author found 
that despite considerable dollar depreciation between 2002 and 2005 against the Canadian dollar, 
the Euro, the Japanese yen, the Korean won, and the Brazilian real, the U.S. trade deficit 
expanded during that period w ith Canada, Europe, Japan, Korea, and Brazil.^ Factors other than 
currency movements, such as income and the availability of substitutes, impact trade flows, 
particularly w hen exporters are w illing to absorb the costs of those currency changes. 

In a recently published paper from the U.S. International Trade Commission, economist 
Cathy L. Jabara observes a weak relationship between exchange rates and U.S. import prices, 
particularly with respect to imports from Asia. E.xchange rate pass-through is quite low because 
exporters often “price to market" to absorb costs and maintain market share. She notes that the 
economic literature supports her findings of low' exchange rate pass-through, particularly for 
consumer goods. Ironically, she also notes that economist Paul Krugman, who is among the most 
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outspoken advocates of U.S. intervention on the currency issue, was one of the first to explore 
and describe the potential for exchange-rate pass-through to mitigate the impacts on trade flows.* 

Congressional Action Would be Costly and Misplaced 

Despite the evidence of a w eak relationship between currency values and trade flows. 
Congress has been pushing the Commerce Department — and is now considering legislation — to 
treat currency manipulation as a subsidy to be remedied under the U.S. Countervailing Duty law. 
Of course there arc many immediate practical problems with this idea, not the least of which is 
determining how to measure the alleged subsidy. If one takes note of the fact that the economists 
arc in disagreement about the level of undervaluation — estimates from respectable sources range 
from 1 0-50 percent — one would conclude that there is more than one way to skin the cat. How' 
would the Commerce Department justify its subsidy measurement methodology? Whatever 
method it chose would likely be subject to an immediate WTO challenge, inviting similar 
frivolity from China and undermining the credibility of the WTO at a time when the United 
States is planning to hold other members more accountable to their own commitments. 

Less Provocative Alternatives 

Another reason China may be loathe to see the RMl) appreciate too rapidly is that it owns 
S800 billion of U.S. debt. A 25 percent appreciation in the RMB would reduce the value of those 
holdings to approximately $640 billion. That’s a high price for China to pay, especially in light 
of the fact that U.S. inflation is expected to rise in the coming years, which will further deflate 
the value of those holdings (and easie the burden of repayment on U.S. taxpayers). Likewise, 
ma.ss dumping of U.S. government debt by Chinese investors — the much ballyhooed "leverage” 
that China allegedly holds over U.S. policy — would precipitate a decline in the dollar as well, 
which also would depress the value of Chinese holdings. The assertion that China holds U.S. 
debt as a favor to America, and would withdraw that favor on a whim, is a bit far-fetched. 

China, it seems, is guilty of a failure to heed the first law of investment: it failed to 
diversity its portfolio adequately. The overwhelming investment focus on U.S. public debt has 
left China exposed to heavy losses from dollar inllation and RMB appreciation. The fact that the 
inflation rate is in the hands of U.S. policymakers makes China even more reluctant to allow 
large-scale or, at least, precipitous, RMB appreciation. 

As of the close of 2008, Chinese direct investment in the United States stood at just $1.2 
billion — a mere rounding error at about 0.05 percent of the $2.3 trillion in total foreign direct 
investment in the United States. That figure comes nowhere close to the amount of U.S. direct 
investment held by foreigners in other big economies. U.S. direct investment in 2008 held in the 
United Kingdom was $454 billion; $260 billion in Japan; $259 billion in the Netherlands; $221 
billion in Canada; $211 billion in Germany; $64 billion in Australia; $16 billion in South Korea; 
and even $1.7 billion in Russia.’ 

If it is desirable that China recycle some of its estimated $2.4 trillion in accumulated 
foreign reserves, U.S. policy (and the policy of other governments) should be more welcoming 
of Chinese investment in the private sector. Indeed, some of China’s past efforts to take equity 
positions or purchase U.S. companies or buy assets or land to build new production facilities 
have been viewed skeptically by U.S. policymakers — and scuttled — ostensibly over ill-defined 
security concerns. 

A large inflow of investment from China would have a similar impaet as a large increase 
in U.S. exports to China on the value of both countries’ currencies, and on the level of China’s 
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foreign resen'es. In light of China’s lan?e resenes and its need and desire to diversify, America’s 
need for investment in the real economy, and the objective of creating jobs and achieving 
sustained economic growih, U.S. policy should be clarified so that the benchmarks and hurdles 
facing Chinese investors are better understood. Lowering those hurdles would encourage greater 
Chinese investment in the U.S. economy and a deepening of our mutual economic interests. 

Conclusion 

The world would be better off if the value of China’s currency were truly market- 
determined, as it would lead to more optimal resource allocations. But compelling China to 
revalue under threat of sanction could produce adverse consequences — including reductions in 
Americans’ real incomes and damaged relations with China — without even achieving the 
underlying, but misguided, policy objectives. 

For now, it would be better to let the storm pass and allow China to appreciate its 
currency at its own pace. 


1 . To float its currency and let markets determine the value. China would have to remove restrictions on its capital 
account, so that investment can flow in and out of the country freely. If China did this, it is not entirely clear that the 
value of the RMB would appreciate. It is possible that there would be more capital flight than inflow , as domestic 
savings are able to pursue investment options outside of China. This capital flight would have a depreciating effect 
on the value of the RMB. 

2. Of course, there arc many other important determinants of the trade account besides relative currency values. 

3. There is also an "income cfTcct’' from the change in currency values. When the dollar declines in value, U.S. 
consumers e.xpericncc a decline in real income, w hich affects their consumption choices. Even though Chinese 
imports might be relatively more expensive than they were before the currency rise, they may still be less expensive 
than the alternatives. Accordingly, U.S. consumers with lower real incomes might be inclined to purchase more 
Chinese imports. 

4. Federal Reserve Board. Federal Rvsenv Stalistkal Release C5.A. Foreign Exchange Rates (Annual), release dates 
January 4. 2010 and January 2, 2009. Since July 2008. the value of the Yuan against the dollar has not changed 
measurably. 

5. Assume that the price of imports is SI and the quantity demanded is one unit. The import value is then SI . If a 

I S.2 percent iiKrease in price leads to a 38.7 percent increase in value, then quantity must increa.se by 20.4 percent 
because : ( 1 . 1 52 x price) • ( 1 .204 x quantity) • 1 38.7. 

6. Robert Koopman, Zhi Wang, and Shang*jin Wei, "How Much of Chinese FApoits Is Really Made in China? 
Assessing Foreign and Domestic Value-Added in Gross Exports," U.S. International Trade Commission, OfTlce of 
Economics, Woiicing Paper no. 2008-03-B. March 2008. 

7. Daniel J. ikenson. “Currency Controversy: Surplus of Controversy, Deficit of Leadership." Cato Free Trade 
Bulletin no. 21. May 31. 2006. 

8. Cathy L. Jabara. “How Do Exchange Rates Affect Import Prices? Recent Economic Literature and Data 
Analysis." U.S. International Trade Commission. Ofllce of Industries Working Paper no. ID-21 (revised). October 
2009. 

9. Bureau of Economic Analysis. “Foreign Direct Investment in the United States; Selected Items by Detailed 
Industry of U.S. Afllliate," 2004-2008, http://ww'w .bea.gov/intemational/xIs^Longlndustry.xls. 
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BEFORE THE COMMITTEE ON WAVS AND MEANS 
U.S. HOUSE OF REPRESENTATIV ES 


VV RITTEN STATEMENT OF 

THE SPECIALTY STEEL INDUSTRY OF NORTH AMERICA 


FOR THE HEARING ON 
CHINA'S EXCHANGE RATE POLICY 
(March 24, 2010) 


The Specialty Steel Industry of North America (“SSINA”) is a voluntary trade 
association that represents virtually all of the producers of specialty steel in North America. The 
SSINA's member companies produce stainless steel, supcralloys, high-nickel materials, 
electrical steel, and other specialty steels in a variety of forms including bar, rod, wire, angles, 
plate, sheet, and strip. These products are used in a wide range of applieations of central 
importance to the economy and national security of the United States. A list of the SSINA’s 
members is attached. SSINA welcomes this occasion to be heard on the critical subject of 
China’s e.xchangc rate policy. 

The Impact of China’s Exchange Rale Policy 

For the past sixteen years, China effectively has pegged the renminbi to the U.S. dollar. 
China’s political leaders acknowledge that this policy is meant to protect Chinese Jobs by means 
of exports and in this way to maintain social stability in China. According to this view, many 
Chinese exports have a slim profit margin of less than 2 percent, so that even a very modest 
revaluation of the renminbi relative to the dollar would mean the failure of companies and lost 
jobs in China on a large scale, but would not help the U.S. economy. Further from China’s 
perspective, as Premier Wen Jiabao recently argued, the renminbi in any event is not 
undervalued, and China’s exchange rale policy is a matter within China’s sovereign rights. 

China’s rigid and protracted undervaluation of the renminbi has been accomplished by 
means of strict currency controls and massive inlenention by the Chinese government in the 
exchange markets. That inlenention, which the Peterson Institute estimates is now about $30 - 
$40 billion per month, has been generating huge imbalances, notably foreign reserves of at least 
$2.4 trillion and likely around $3 trillion or more for China and large annual trade surpluses by 
China with the United Stales and globally. Also importantly, foreign direct investment in China 
has significantly increased while foreign direct investment in the United States has declined. 
Research and technological advancement have been slowing here and accelerating in China. 
These trends are extremely worrisome. 

From the standpoint of the United States, in other words, the situation looks quite 
differently than it docs to China. In the first place, there is a broad consensus among economists 
that the renminbi is undervalued between 20 percent and 50 percent or more relative to the 
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dollar. In order to keep pace with China, other countries also have been undervaluing their 
currencies. The extent of the renminbi's undervaluation especially is a formidable commercial 
disadvantage for U.S. companies to overcome, whether going head-to-head with Chinese 
products in the U.S. market, in China, or in third-country markets. 

While not the only factor involved, the renminbi’s undervaluation has certainly been 
playing a key role in reducing U.S. production, exports, income, investment, and jobs in the 
United States. The SSINA’s member companies have been experiencing these adverse efl'ects 
first-hand and have been seeing their customers injured as well. These circumstances arc not 
sustainable either generally or for the United Stales particularly. There must be a rebalancing, 
and an important component of that rebalancing must be a commercially realistic revaluation of 
the renminbi vis-a-vis the dollar and other countries' currencies. Without this kind of 
revaluation, for example, it is extremely difficult to envision how the United Slates ean possibly 
implement President Obama’s plan for the United States to double exports in the next five years. 

Addressing the Issue 

In a speech delivered in Beijing on June 1, 2009, Secretary of the Treasury Geithner gave 
a far-reaching, thoughtful analysis of what the United Stales and China, respectively and 
together, need to do to lay the foundation for future growth. In one passage of his remarks 
Secretary Geithner slated. 

Our common challenge is to recognize that a more balanced and 
sustainable global recovery will require changes in the composition 
of growth in our two economies. Because of this, our policies have 
to be directed at very dilTerent outcomes. 

In the United States, .saving rates will have to increase, and the 
purchases of U.S. consumers cannot be as dominant a driver of 
growth as they have been in the past. 

In China, as your leadership has recognized, growth that is 
sustainable growth will require a very substantial shift from 
external to domestic demand, from an investment and export 
intensive driven growth, to growth led by consumption. 

Strengthening domestic demand will also strengthen China’s 
ability to weather fluctuations in global supply and demand. 

Secretary Geithner’s prescription remains timely today, as docs his comment on China’s task that 

{a)n important part of this strategy is the [Chinese] government’s 
commitment to continue progress toward a more flexible exchange 
rate regime. Greater flexibility will help reinforce the shift in the 
composition of growth, encourage resource shifts to support 
domestic demand, and provide greater ability for monetary policy 
to achieve sustained grow th with low inflation in the future. 
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As practical as Secretary Geithner's suggestions are, China's willingness to proceed on 
the path he eloquently described rcmains open to question. As noted above, exchange 
depreciation by way of govcmmcntally-cnforccd undervaluation of the renminbi is integral to 
China's entrenched strategy of generating exports and attracting foreign direct investment. 
China has very deliberately designed this plan to support social stability. The outlook for China 
to modify this orientation is not encouraging. 

Nor have reasoning with China to change course and multilateral initiatives fared well. 
Increasingly over the last five or six years, the United States has worked to persuade China that 
rigid exchange rates will lead to dangerous imbalances in global trade and investment and result 
in instability. Even though that prognosis unfortunately is proving accurate. China appears to be 
adamant that its monetary policy is its sovereign prerogative regardless of the consequences for 
other countries. At the same time, it has become evident that the International Monetary Fund 
(“IMF”) is unable to do more than urge China to revalue the renminbi, and the World Trade 
Organization (“WTO”) apparently has not been active on this issue, even though Article XV and 
other provisions of the General Agreement on Tariffs and Trade (“GATT”) recognize the 
interrelationship between international trade and exchange rates and impose obligations on China 
that complement obligations that China has assumed under the IMF’s Articles of Agreement. 

Under these circumstances, and with the deterioration of the U.S. manufacturing base 
now at an alarming rate, the SSINA believes that the United States should act to enforce the trade 
laws by passing U.R. 2378, The Currency Reform for Fair Trade Act. As Chairman Bcmankc of 
the Federal Reserve wrote in a paper dated December 15, 2006, and presented in Beijing, 

Greater scope for market forces to determine the value of the RMB 
would also reduce an important distortion in the Chinese economy, 
namely, the cnectlve subsidy that an undervalued currency 
provides for Chinese firms that focus on exporting rather than 
producing for the domestic market. A decrease in this elTective 
subsidy would induce more firms to gear production toward the 
home market, benefiting domestic consumers and firms. Reducing 
the implicit subsidy to exports could increase long-term llnancial 
stability as well: If China invests too heavily In export 

industries whose economic viability depends on undervaluation of 
the exchange rate, a future appreciation of the RMB could lead to 
excess capacity in those industries, resulting in low returns and an 
increase in nonperforming loans. 

H.R. 2378 is bipartisan legislation that would treat fundamental misalignment of a 
foreign currency as a prohibited countervailable export subsidy. This measure is a reasonable 
implementation in U.S. domestic law of the WTO's Agreement on Subsidies and Countervailing 
Measures as well as Article VI of the GATT. H.R. 2378 would offset, by imposing 
countervailing duties on injurious imports, the unfair advantage that China or any other country 
gains by engaging in competitive currency depreciation on a protracted, large-scale basis. The 
U.S. economy needs this bolstering to rebuild and avoid a recessionary relapse. 
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H.R. 2378’s remedy also would appropriately and firmly convey that all countries that 
are members of the IMF and the WTO, as China is, have certain obligations to the global 
community under public international law as far as exchange rates and international trade are 
concerned. Moreover, for the reasons that Secretary Geithner and Chairman Bemankc have 
articulated so well, the social stability that China seeks is more surely attainable and sustainable 
if China allows revaluation of the renminbi through market fundamentals and adjusts its focus to 
greater domestic production that will benefit consumers and companies in China. In a WTO- 
and IMF-consistent manner, H.R. 2378 underscores that a country’s fundamental misalignment 
and undervaluation of its currency is a mercantilist, protectionist practice that causes dangerous 
imbalances and that consequently will not be tolerated. 


Attachment 
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MEMBERS OF THE 

Specialty Steel Industry of North America 


January 2010 


Allegheny Ludlum 

An Allegheny Technologies Company 
Pittsburgh. Pennsylvania 


ATI Allvac 

An Allegheny Technologies Company 
Monroe. Nerth Carolina 


Carpenter Technology Corporation 

Reading. Pennsylvania 


Electralloy 

Oil City. Pennsylvania 


Latrobe Specialty Steel Company 
Latrobe. Pennsylvania 


North American Stainless 
Ghent. Kentucky 


Outokumpu Stainless 

Schaumburg. Illinois 


Talley Metals Technology, Inc. 
A Carpenter Company 
Hartsville. South Carolina 


Universal Stainless and Alloy Products 
Bridgeville. Pennsylvania 


Valbruna Slater Stainless Inc. 
Fort Wayne. Indiana 
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BEFORE THE COMMITTEE ON WAYS AND MEANS 
U,S. HOUSE OF REPRESENTATIVES 


WRITTEN STATEMENT OF 

THE COPPER AND BRASS FABRICATORS COUNCIL, INC. 


FOR THE HEARING ON 
CHINA’S EXCHANGE RATE POLICY 
(March 24, 2010) 


The Copper and Brass Fabricators Council. Inc. (“Council”), is a non-profit membership 
trade association that dates from 1964. Membership is open to any person, firm, or corporation 
engaged in the fabrication or production in the United Stales of products made, in whole or in 
pan. from copper or copper alloys. The Council’s member companies generally are engaged in 
the production of copper and copper alloy sheet and strip, rod and bar, plumbing tubing, OEM or 
air-conditioning tubing, wire, extrusions, shapes and profiles, forgings, and fittings. These 
products are used chiefly in the automotive, construction and electrical/electronic industries. 
There arc currently eighteen member companies that produce over 80 percent of all copper and 
brass mill products produced in the United Stales. The Council’s list of members is attached. 
The Council appreciates the opportunity to submit this written statement on China’s exchange 
rate policy, which is a subject of considerable importance to the Council’s members. 

China’s Exchange Rate Policy Is Adversely Affecting U.S. Copper and Brass Mills 

By intervening in the exchange markets on a protracted and massive scale, China has 
controlled the rale of exchange between the renminbi and the U.S. dollar for many years and 
especially so since the mid-1990s. According to the Peterson Institute, the extent of the 
renminbi’s undervaluation can be conservatively estimated at 25 - 40 percent, and China’s direct 
intervention now is S30 - S40 billion per month, a staggering amount at an unprecedented pace. 
China’s present foreign reserves arc acknowledged by Chinese authorities to be approximately 
$2.4 trillion, but it is quite likely that even this vast sum is understated. The magnitude of 
China's foreign reserves is all the more remarkable given the Chinese government’s on-going 
program of investing around the globe in a wide range of assets, including copper mines. 

This policy by China of underv aluing its currency is taking a serious toll on U.S. copper 
and brass mills. The renminbi’s substantial undenaluation subsidizes Chinese exports to the 
United States and other countries and curtails U.S. exports. China's low-priced exports are not 
only of the sort of semi-fabricated, copper-based products that the Council’s members produce, 
but also are of value-added, downstream products like those that U.S. customers of the Council’s 
members make. Moreover, China's enormous foreign reserves of dollars enable China to 
purchase great volumes of copper-based scrap in the United Stales. This added demand from 
China has contributed to tightened supplies and higher prices for copper-based scrap. 
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With its relatively scarce supplies of indigenous copper, China should be at a 
comparative disadvantage vis-a-vis the United States, which has extensive quantities of copper. 
Instead, in large part due to the renminbi’s substantial undervaluation, China has the upper hand. 
Copper and brass mills in the United States are seeing their share of the U.S. market and third* 
country markets erode and at the same time cannot export much to China. In addition. U.S. 
customers of the Council’s members have been either going out of business or relocating abroad, 
ol\en to China. Along with this shrinking of demand, the Council's members are paying more 
for copper-based scrap in competition with the Chinese government's excessive foreign reser\'es 
of dollars that are attributable to the renminbi’s undervaluation. These vast reserves arc 
providing various other subsidies as well that benefit China’s copper and brass mills to the 
detriment of the Council’s members. U.S. jobs suffer as a result. 

Not surprisingly under these circumstances, with contracting demand for their products 
and rising costs for their raw materials, the Council’s members view China’s policy of 
undervaluing the renminbi as a severe impediment to the health of the U.S. copper and brass 
industry. The renminbi’s fundamental misalignment is just one of a number of factors that the 
Council’s members are facing, but a meaningful revaluation of the renminbi is the first and most 
important measure that needs to be accomplished. 

Rc.solving the Issue 

Competitive currency depreciation is a monetary measure with far-reaching implications 
for international trade. A consequence of this hybrid nature is that both the International 
Monetary Fund (“IMF”) and the World Trade Organization (“WTO”) share jurisdiction over this 
matter, much as the diflerent congressional committees involved do. If possible, a multilateral 
solution to this problem would be preferable. At this juncture, however, the prospects for some 
internationally negotiated resolution appear to be very modest, particularly in light of statements 
made recently by China’s leadership. 

In the meantime, the adverse elTects of the renminbi’s and other foreign currencies’ 
undervaluation worsen and threaten the recovery of the U.S. and global economies. There is a 
broad consensus that the undervaluation is substantial, and yet the IMF has been able only to 
stale this conclusion and has no international legal authority to compel revaluation. Similarly, 
there appears to have been little or no coordination between the IMF and the WTO on this 
predicament, even though Article XV of the General Agreement on Tarifl's and Trade speaks to 
the roles of these two international organizations in matters pertaining to issues w ith interrelated 
monetary and trade aspects. The WTO has its various agreements, including its Understanding 
on the Settlement of Disputes, but that route thus far has not been resorted to by anyone either. 

At this juncture, from the Council’s perspective and for the reasons cited above, it is 
vitally Important for the United States to shore up its manufacturing base, not only for the sake of 
the U.S. economy and national security, but also in order to bolster a sustainable balance in 
international trade and investment. Integral to that elTort will be exchange rates that reflect 
market fundamentals. As Harry Dexter White observed at the time of the IMF’s founding, “A 
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depreciation in exchange rales is an alternative method of increasing tariff rates; and exchange 
restriction is an alternative method of applying import quotas.”' As he also noted. 

The world needs assurance that exchange depreciation will not be 
used as a device for obtaining competitive advantage in 
international trade; for such exchange depreciation is never a real 
remedy. It inevitably leads to counter measures, and the ultimate 
cITcct is to reduce the aggregate volume of trade. This is precisely 
what happened in the period of the I930's when competitive 
exchange depreciation brought wider use of import quotas, 
exchange controls and similar restrictive devices.' 

With these thoughts in mind, the Council urges favorable consideration of H.R. 2378, 
The Currency Reform for Fair Trade Act, bipartisan legislation that would treat fundamental 
misalignment of a foreign currency as a prohibited countervailable export subsidy. The Council 
supports this bill (I) as a reasonable implementation in U.S. domestic law of the WTO's 
Agreement on Subsidies and Countervailing Measures and (2) as a means to check material 
injury to U.S. domestic industry caused by imports from a country whose currency is 
fundamentally undervalued. 

In connection with its becoming a member of the WTO in [X’cember 2001, China made a 
series of commitments, among which was its pledge to implement its obligations with respect to 
matters of foreign exchange in accordance with the WTO's agreements and related declarations 
and decisions of the WTO that concern the IMF.^ By the same token. China is bound as a 
member of the IMF, as a matter of public international law, to observe the IMF's Articles of 
Agreement, including Article IV thereof, which commits members to avoid manipulating 
exchange rates in order to prevent effective balancc-of-payments adjustment or to gain an unfair 
competitive advantage over other members. 

China, in other words, has ceded some of its sovereignly over the management of its 
currency, just as the other members of the WTO and IMF have ceded some of their sovereignly 
over their currencies. It is submitted that H.R. 2378 is WTO-consistent as well as IMF- 
consistent and is called for under what have become urgent conditions. 


Attachment 


' H.D. White, "The Monetary Fund: Some Criticisms Examined," 23 Foreign Affairs 195, 208 
(1944-45). 

^14 at 199. 

^ "Report of the Working Party on the Accession of China,” WT/ACC/CHN/49, at 5| 35 (Oct. I, 

2001). 
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COPPER AND BRASS FABRICATORS COUNCIL, INC. 
MEMBERSHIP LIST 
March 24, 2010 


BRUSH WELLMAN, INC. 

MayOcld Heights, OH 44124 

CAMBRIDGE-LEE INDUSTRIES, INC. 
Reading, PA 19612 

CERRO FLOW PRODUCTS. LLC 
St. Louis, MO 63166-6800 

CHASE BRASS & COPPER COMPANY. 
INC. 

Montpelier, OH 43543 

CHICAGO EXTRUDED METALS 

COMPANY 

Cicero, IL 60804 

DRAWN METAL TUBE COMPANY 
Thomaston. CT 06787 

HEYCO METALS, INC. 

Reading. PA 1 9605 

HUSSEY COPPER LTD. 

Leetsdale. PA 15056-1099 

KOBE WIELAND COPPER PRODUCTS. 
LLC 

Pine Hall, NC 27042 

LUVATA NORTH AMERICA, INC. 
BulTalo.NY 14240-0981 


METALS AMERICA 
Shelby. NC 28150 

THE MILLER COMPANY 
Meriden, CT 06450-1010 

MUELLER INDUSTRIES, INC. 

Memphis, TN 38125 

NATIONAL BRONZE & METALS. INC. 
Houston, TX 77280 

OLIN BRASS 

East Alton, IL 62024-1174 

PMX INDUSTRIE.S, INC. 

Cedar Rapids. lA 52404-4303 

REV ERE COPPER PRODUCTS, INC. 
Rome, NY 13440-5561 

WIELAND METAL.S, INC. 

Wheeling, IL 60090 
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National Retail Federation 


The Voice of Retail Worldwide 

March 24, 2010 


The Honorable Sander M. Levin 
Chairman 

Committee on Ways and Means 
United States House of Representatives 
1104 Longworth House Office Building 
Washington, DC 20515 

RE: Hearing: China's Exchange Rate Policy 
Dear Chairman Levin: 

On behalf of its members in the U.S. retail industry, the Nationai Retail 
Federation (NRF) weicomes the opportunity to submit these comments to the Ways and 
Means Committee regarding China's exchange rate policy. 

The National Retail Federation is the world's largest retail trade association, 
with membership that comprises ail retail formats and channels of distribution including 
department, specialty, discount, catalog, Internet, independent stores, chain 
restaurants, drug stores and grocery stores as well as the industry’s key trading 
partners of retail goods and services. NRF represents an industry with nearly 1 .6 
million U.S. retail establishments, 24 million employees - about one in five American 
workers - and 2009 sales of more than $4.1 trillion. As the industry umbrella group, 

NRF also represents over 100 state, national and international retail associations. 


Retail Industry Profile 

Retailing represents one of the largest industries in the United States in terms of 
the number of companies, employment, and contribution to gross domestic product. 
According to the most recent annual (2009) statistics: 

• The U.S. retail industry comprises more than 1.1 million retail companies: 

• Among American retail companies, the vast majority (98.5 percent) are small 
businesses located in every Congressional district in the country; 

• The U.S. retail industry had annual sales more than $4.1 trillion; 


Liberty Place 

325 7lh Street NW. Suite 1100 
Washington. DC 20004 
800.NRF.HOW2 (800.673.4692) 
202.783.7971 fax 202.737.2849 
www.nrt.com 
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• Of the more than two-thirds of U.S. GDP generated from consumer spending, 
over 41 percent of that spending (/.e., nearly 30 percent of U.S. GDP) occurs in 
retail establishments: 

• With 24 million employees - nearly one in five American workers - the retail 
industry provides more jobs than any other U.S. industry; 

• Retail employees averaged $16.77 per hour in total compensation (wages, 
salaries, and benefits).' 

Like any other business, retailers face the daily challenge of creating value for 
their customers and shareholders, in an industry marked by cutthroat competition and 
an average profit margin of 2-3 percent. Currently, retailers are slowly climbing their 
way out of the worst economic environment for our industry in over 40 years. During 
the past 18 months, retailers suffered a huge number of bankruptcies, store closures, 
and over one fifth of all the job losses in the United States. 

Retailing is also an extremely trade reliant industry that is directly impacted by 
the direction and operation of U.S. trade policy. Like other U.S. industries, including 
manufacturing and agriculture, every retailer, from the largest national chains to the 
smallest neighborhood shop, depends on a global supply chain to procure the products 
that its customers - the American consumer - need and want. 

The commercial activity generated by global sourcing of consumer goods by 
American retailers supports good-paying, skilled blue and white collar jobs, many of 
them union jobs. These millions of American workers are employed not only in the retail 
industry, but also in many ancillary industries that support retail operations and supply 
chains - e.g., manufacturing, farming, ports, rail, trucking, warehousing, air delivery, 
and logistics.^ 

As an industry engaged in importing, we would point out that, contrary to popular 
opinion, evidence shows that imports as a whole support millions of U.S. jobs, and help, 
not only retailers, but all U.S. companies involved in international commerce to enhance 
their productivity, competitiveness, and ability to expand employment. Research 


’ Source. Retail Industry Indicators. Prepared for the NRF Foundation by The Trade Partnership. 

' See. Imports and America: The Rest of the Story, prepared by The Trade Partnership for the National 
Retail Institute and the Council of the Americas, August 1998. and Impact of Imports from China on U.S. 
Employment, prepared by Trade Partnership Worldwide. LLC tor the National Retail Federation, 
November 2005. 
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demonstrates that imports support more than 10 million American jobs, and that imports 
from China alone support nearly 1 million net jobs in the United States.^ 


U.S.-Chlna Trade Relations 

Much of the national economic anxiety over trade and globalization is focused on 
issues in the U.S.-China trade relationship as China has become an increasingly 
significant player in the global economy. In the unfolding debate on the U.S.-China 
trade relationship, few U.S. industries have more at stake than retailers. Consumer 
goods comprise nearly 80 percent of all U.S. imports from China, and China is a key 
supplier, and sometimes the dominant supplier, in every consumer goods category. 
Moreover, retailers have been adversely impacted by a recent increase in trade 
remedies investigations (antidumping, countervailing duty and safeguards) against 
imported consumer products mainly targeting China. Indeed, many of the proposed 
changes to the trade remedies laws currently under consideration before this committee 
are intended primarily to target imports from China. 

The retail industry acknowledges that there are serious and legitimate issues with 
China that need to be effectively addressed, including inadequate protection of 
intellectual property rights, proliferating market access barriers, the need for a monetary 
system that allows for more flexible exchange rates and a fully-convertible currency, 
ensuring that China abides by its obligations under international trade rules, and dealing 
with the difficulties inherent in China's transformation from an isolated, centrally- 
planned, non-market economy to a market-economy country. In considering how best 
to address these issues, the retail industry urges prudence and thoughtfulness on the 
part of policy makers. Policy makers should support appropriate action through 
diplomatic efforts and the use of multilateral mechanisms to address issues in the U.S.- 
China relationship that can yield effective progress and are consistent with World Trade 
Organization (WTO) rules. 

However, we continue to see descriptions of issues in the U.S.-China trade 
relationship presented in the most reckless, sweeping, facile, and grossly exaggerated 
terms - China "cheats"; China has "stolen" “millions" of American jobs; China exports 
goods made by “slave labor" working for “pennies a day"; the “devastating" impact of 
China’s "enormous” subsidies and “massive" currency undervaluation; a “flood" of 
“unsafe and poisonous" Chinese products; etc.^ Indeed, from the tone of many of these 


’ See. eg.. Imports and America. Ibid. 

‘ See e.g.. AFL-CIO website, www.atlcio.oro : American Trade Action Coalition (AMTAC) website. 
www.amtacdc pro : National Council of Textile Organizations (NCTO) website, www.ncto.oro : Public 
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and other statements, one might be led to think that China is responsible for the loss of 
every manufacturing job in the United States, Is largely to blame for the current state of 
the U.S. economy, and that China's exchange rate policy is the main reason behind the 
U.S. bilateral trade deficit with China. These are absurd propositions on their face. 

Too frequently, the intention behind this hyperbole is not to propose serious 
solutions to any of the issues the United States has with China. Rather the goal is to 
justify a protectionist agenda - blocking imports from China and punishing U.S. 
companies that do business in China all purportedly in the emotionally-charged, but 
largely meaningless name of “fairness.” The U.S.-China trade relationship is simply too 
complex and important to be driven by such emotional rhetoric. 

In looking at serious policy options to address issues in the U.S.-China trade 
relationship, NRF and the retail industry have consistently supported the Strategic and 
Economic Dialogue (SED) and recent actions by the U.S. Trade Representative's Office 
against China under the WTO dispute settlement mechanism over practices that violate 
WTO rules, and coordination at the multilateral level. We applaud statements by the 
Obama Administration and Chairman Levin emphasizing the use of all available 
diplomatic avenues and constructive dialogue with China to address issues such as 
currency policy and practices. By the same token, we believe it is appropriate for the 
United States to protect its rights by challenging China at the WTO where there are 
clear violations of international trade rules. Diplomatic avenues, such as the SED, and 
dispute settlement through the WTO may be slower processes than some may prefer, 
but are most likely to yield positive results while avoiding unintended consequences that 
could hurt the U.S. economy and jobs. 

On the other hand, the Administration and Congress should reject unilateral, 
counterproductive, and WTO illegal restrictions on imports of Chinese goods as a policy 
tool to compel action by China. There is no evidence that these actions would be 
effective in addressing any of the issues in the U.S.-China trade relationship. 

Meanwhile, they would impose huge costs on the U.S. economy, seriously harm U.S. 
retailers, manufacturers, services providers and farmers that depend on trade with 
China and global supply chains, and adversely affect millions of American consumers. 


Chinese Currency and Exchange Rate Policy 

The subject of this hearing - Chinese currency policy and the value of the yuan - 
are central issues in the debate over U.S.-China trade relations. Some claim that the 


Citizen website, www.citizen orq : Stand Up For Steel website, www standupforsteel.org : UNITE-HERE! 
website. www.unitehere.orQ . 
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yuan is greatly undervalued vis-a-vIs the dollar, and blame it as the driving factor behind 
the sizable bilateral trade deficit with China and the loss of U.S. manufacturing jobs.® 
Among their proposed remedies is to impose trade barriers to imports from China 
through various means, including changes to the U.S. antidumping and countervailing 
duty laws. They would also essentially force the U.S. Trade Representative to initiate 
dispute settlement proceedings at the World Trade Organization (WTO) against 
Chinese currency policy and the Secretary of the Treasury to determine that China is a 
currency manipulator. Not surprisingly, these proposals are strongly endorsed by 
certain domestic industries, such as steel and textiles, that for decades have relied on. 
and continue to seek new means to impose trade barriers against imports, particularly 
from China. 

There is no real disagreement that China must move toward a more flexible 
currency regime. The only disagreements are the means to effect that change and how 
quickly it can reasonably be accomplished without creating further turmoii in the 
financial sector, and adversely impacting the U.S. economy. As a guiding principle, we 
oppose unilateral, counterproductive, and WTO illegal restrictions on imports of Chinese 
goods as a policy tool to compel action by China. By the same token, we are convinced 
that the best course of action is dialogue and negotiation through mechanisms such as 
the SED and the Joint Commission on Commerce and Trade (JCCT). A deft diplomatic 
and multilateral strategy by the United States will ultimately be a much more effective 
tool in identifying mutually-beneficial goals, and moving the Chinese Government in a 
more constructive direction, while strengthening, rather than undermining the important 
U.S.-China economic relationship. 

By the same token, we will continue to oppose the use of trade remedies as a 
means to address China's currency policy for two reasons. First, many of the proposed 
changes to the trade remedies laws would violate WTO rules. Second, there may be 
widespread consensus among economists that the Chinese currency is undervalued, 
but there clearly is no agreement over the extent to which the yuan is undervalued. 
Thus, any attempt to quantify the degree to which the yuan may be undervalued, with 


® Evidence does not support the claim that China's exchange rate is a significant factor in the size of the 
U.S. trade deficit or in the loss of "millions' of U.S. manufacturing jobs. As the US-China Business 
Council correctly observed in its paper. China and the US Economy: Advancing a Winning Trade Agenda 
(Jan. 2009). much of what is imported from China had been imported from other Asian countries. 
Moreover, r^ile transportation and labor costs, as well as inflation had a significant impact on the price of 
imports from China in the first half of 2008, there is little evidence of such an impaci from the 20 percent 
appreciation in the Yuan, which had the offsetting effect of lowering the cost of imports into China. 
Accordingly, it is simply not credible that forcing China to appreciate its currency further will reverse the 
U.S. trade deficit. The economic crisis itself resulted in a huge drop in Chinese exports - 17.5 percent in 
January 2009 - which adversely impacted both the U.S. and Chinese economies. 
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the degree of specificity required in an antidumping or CVD case, will result in an 
entirely arbitrary and inaccurate calculation. 

One proposal to address the currency issue through the use of the trade 
remedies laws that raises particularly troubling concerns is legislation that would 
redefine countervailable subsidies to include the undervaluation of a foreign currency 
through exchange rate manipulation or misalignment. NRF has argued in the past that 
this unilateral attempt by Congress to redefine what constitutes a counten/ailable 
subsidy would conflict with WTO rules and invite trade retaliation or reciprocal action to 
the detriment of U.S. companies and workers. 

The WTO Subsidies Code® identifies three types of subsidies - prohibited; 
actionable (r.e., subject to countervailing duties); and non-actionable (/.e., permitted). 
Articles 1 and 2 of the Subsidies Code specify that to be countervailable, a subsidy 
must be; (1 ) a financial contribution from a government (2) that provides a benefit (3) to 
a specific industry or industries or enterprise or group of enterprises. 

Because the “benefit" from currency valuation is generally available to all 
economic players in a country, the proposed legislative change would conflict with the 
specificity requirement under WTO rules. Because currency policy does not involve the 
transfer of anything of tangible value from the government, the proposed legislation 
would also conflict with the financial contribution requirement under WTO rules. 
Currency policy also cannot meet the WTO definition of a prohibited subsidy because its 
benefit is not contingent on exportation and does not require the use of domestic goods. 

Moreover, some proposals would direct that currency misalignment be 
determined on the basis of a country's trade balance, amount of foreign direct 
investment, and foreign currency reserves. What these proposals fail to recognize is 
that these matters are influenced by many factors that may have nothing to do with a 
country's currency policy. 

In the end, defining a countervailable subsidy in a way that violates WTO rules 
would undermine efforts to ensure that other countries abide by International trade 
rules, expose exports of U.S. goods and services to possible trade sanctions, and does 
nothing to address the underlying issue in an effective manner. 

Another troubling proposal with respect to the currency issue would require 
adjustments to antidumping margins in investigations and reviews to offset the amount 

* WTO Agreement on Subsidies and Countervailing Measures of the General Agreement on Tariffs and 
Trade 1994. 
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by which a country's currency may be undervalued or "misaligned.” There is, however, 
no widely accepted benchmark for determining the extent to which a particular currency 
may be undervalued. In the case of China, it was claimed the Yuan was undervalued 
by 1 5 to 40 percent. That is a huge range that demonstrates the imprecision of the 
calculation. Thus, any calculation by the Commerce Department, that has no expertise 
on such matters, will be an entirely arbitrary exercise, and therefore subject to political 
influence. 

However, the bigger threat from this proposal is the precedent it would set to 
allow any country to game the antidumping process by unilaterally setting an arbitrary 
value on another country’s currency. The result will be to make the trade remedies 
system even more unpredictable for U.S. importers and exporters. 

Another problem with this proposal is that it would violate Article 2.4.1 of the 
WTO Agreement on Antidumping (AD Agreement), which establishes the rule for 
currency conversion and adjustments by reference to the value set by currency 
markets: 

“When the comparison [between export price and normal value] requires a 
conversion of currencies, such conversion should be made using the rate of 
exchange on the date of sale , provided that when a sale of foreign currency on 
forward markets is directly linked to the export sale involved, the rate of exchange 
in the fonward sale shall be used .” (emphasis added) 

No other provision of the AD Agreement would permit this type of adjustment. 
Notably, Article VI. 2 of the General Agreement on Tariffs and Trade applies only to 
multiple currency practices, not “fundamentally misaligned currencies." 

In addition, the surrogate country methodology used in AD investigations against 
imports from China and other non-market economy (NME) countries already addresses 
the effect of any currency undervaluation. In calculating an AD margin in NME cases, 
the Commerce Department uses market-based values from a surrogate country to 
determine the normal value of the subject imports, which it then compares to the U.S. 
export price. As a result, the AD calculation effectively offsets the effect of the currency 
undervaluation on price. Requiring an additional adjustment would violate WTO rules by 
capturing the effect of the undervaluation twice. 

Thus, we are left with the question of what would be an effective approach to the 
currency issue. We agree with several points on this issue raised in an article in the 
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opinion section of the Wall Street Journal on March 18, 2010/ In particular, moving 
China to a fully-convertible currency and loosening capital controls are more important 
reforms than a futile attempt to force China to revalue or float the yuan. As pointed out 
in the article, lack of full convertibility and excessive capital controls are two factors 
spurring the Chinese government to buy huge amounts of U.S. Treasury notes and 
hindering efforts at further liberalization of the Chinese financial sector. 

In any event, as also noted in the article, there is no assurance that a revaluation 
or full float of the Chinese currency will have any appreciable impact on the U.S. 
bilateral trade deficit with China, especially if the Chinese economy is adversely affected 
through deflation and imports into China decline as a result as happened under similar 
circumstances with Japan in the late 1980s and early 1990s. Indeed, appreciation or 
float of the yuan will certainly have no impact on the overall merchandise trade deficit as 
any Chinese production adversely impacted by a higher valuation of the yuan will likely 
simply move to another foreign country. 

In conclusion, before acting on any legislation targeting Chinese currency policy, 
Congress and the Administration need to ask three questions: (1) Does the legislation 
conform to WTO rules?; (2) Will the legislation be effective in achieving the stated 
goal?: (3) Will any benefits of the legislation outweigh the harm it may inflict on U.S. 
companies, workers, and the economy? If the answers to any one of these questions is 
no, then the entire exercise will be seen as merely protectionist political posturing. 

NRF appreciates the opportunity to comment on China's exchange rate policy. 
Should you have any questions please contact me at (202) 626-8104 or by e-mail at 
autore@nrf.com . 


Sincerely, 

Erik O. Autor 
Vice President 
International Trade Counsel 

cc: The Honorable Dave Camp (R-MI), Ranking Member 


' The Wall Street Journal, Opinion; The Yuan Scapegoat. The U.S. establishment flirts with a currency 
and trade war with China (Mar. 18. 2010). 
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The Honorable Xavier Becerra (D-CA) 

The Honorable Shelley Berkley (D-NV) 

The Honorable Earl Blumenauer (D-OR) 

The Honorable Charles W. Boustany, Jr. (R-LA) 
The Honorable Kevin Brady (R-TX) 

The Honorable Ginny Brown-Waite (R-FL) 

The Honorable Eric Cantor (R-VA) 

The Honorable Joseph Crowley (D-NY) 

The Honorable Artur Davis (D-AL) 

The Honorable Danny K. Davis (D-IL) 

The Honorable Geoff Davis (R-KY) 

The Honorable Lloyd Doggett (D-TX) 

The Honorable Bob Etheridge (D*NC) 

The Honorable Dean Heller (R-NV) 

The Honorable Wally Herger (R-CA) 

The Honorable Brian M. Higgins (D-NY) 

The Honorable Sam Johnson (R-TX) 

The Honorable Ron Kind (D-WI) 

The Honorable John B. Larson (D-CT) 

The Honorable John Lewis (D-GA) 

The Honorable John Linder (R-GA) 

The Honorable Jim McDermott (D-WA) 

The Honorable Kendrick Meek (D-FL) 

The Honorable Richard E. Neal (D-MA) 

The Honorable Devin Nunes (R-CA) 

The Honorable Bill Pascrell (0-NJ) 

The Honorable Earl Pomeroy (D-ND) 

The Honorable Charles B. Rangel (D-NY) 
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Submission for the Record 
Hearing on China’s Exchange Rate Policy 
Congressman Michael H. Michaud 

Thank you for the opportunity to submit written testimony in conjunetion with the Ways 
and Means Committee hearing on China’s currency manipulation issue. 

I am deeply concerned about the impact of China’s undervaluation of the renminbi 
(RMB) on the economy of Maine and the country as a whole. I submit to your 
Committee today a case study of two companies from my state that have sulTered severe 
losses from China’s undervalued RMB. The examples of Sappi Fine Paper and NewPage 
Corporation demonstrate the tangible and irrevocable consequences of China’s pegged 
currency on American manufacturers and American workers. Their losses also 
underscore the imperative need for urgent U.S. action to force China to stop manipulating 
the RMB. I ask your Committee to consider the impact on these Maine companies as you 
evaluate how to respond to China’s currency undervaluation in Congress and in tandem 
with the Administration. 

NewPage Corporation is the largest coated paper manufacturer in North America and has 
10 paper mills in several states, including Maine, and in Nova Scotia, Canada. In the last 
several years, however, it has had to scale back its production, and - if China continues to 
underxalue its currency to the degree it does now - the company will likely have to 
downsize more. In 2008 at its Rumford, Maine facility, NewPage had to shut down a 
couple of paper machines and lay olT workers as a result of foreign imports. The 
Department of Labor certified in 2009 that these workers were eligible for Trade 
Adjustment Assistance (TAA) “because the increased imports of coated freesheet and 
coated mechanical paper by customers of NewPage Corporation contributed importantly 
to the worker group separations and sales/production declines at New Page Corporation.” 
Chinese paper exports to the U.S. are the primary source of new competition that forced 
NewPage to reduce its paper output in Rumford. and the RMB undervaluation simply 
makes Chinese paper cheaper than the competing U.S. product. 

Sappi Fine Paper has similarly been forced to scale back their coated paper business over 
the last several years as a result of the unfair competition from Chinese paper imports. 
The company still has three mills in the U.S., including two in Maine, but last year had to 
permanently close its paper mill in Muskegon, Michigan. DOL certified the Sappi Fine 
Paper workers who subsequently lost their jobs as being eligible tor TAA. This reduction 
in production is nothing new' for the company. In 2003, Sappi Fine Paper had to 
shutdown its paper machine in the Westbrook, Maine facility, laying off 1 70 employees 
in the process. In small tow n paper mill communities, the closure of a mill or a plant is 
often irrevocably devastating. If China continues to be able to export its coated paper at a 
subsidized price, I am very concerned that the two Sappi Fine Paper mills in Somerset 
and Westbrook, Maine will also close. This would result in nearly 1,200 workers losing 
their jobs and the economic devastation of these paper mill communities. 
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Facing this dramatic downsizing across their industry, on September 23, 2009 U.S. 
producers of coated paper filed a petition with the Commerce Department to investigate 
the Chinese government’s subsidization of its paper industry. In that petition, U.S. 
producers alleged that China’s intentional underv aluation of its currency provides a 
subsidy to Chinese exporters of coated paper. Although Commerce initiated an 
investigation on nearly all of the other subsidy allegations, it declined to initiate an 
investigation on currency undervaluation. Despite this setback, the U.S. paper producers 
refiled its allegation on January 13, 2010 that China is subsidizing exporters of coated 
paper by deliberately maintaining an undervalued currency. This submission provided 
additional support for the allegation, including an economic study showing that exporters 
benefit disproportionately from China’s undervalued currency. On March 1”, the 
Department of Commerce issued its preliminary determination in the China coated paper 
countervailing duty investigation. In that decision. Commerce stated that it was still 
reviewing the currency allegation, but has not yet acted to initiate an investigation. Given 
the indisputable effects of China’s currency manipulation, I am disappointed that the 
Department of Commerce has not decided to more aggressively address China’s RMB 
undervaluation and hope that additional time to investigate this matter will lead them to 
agree with the U.S. producers’ claims. 

Finding in favor of the U.S. paper producers would be consistent with an International 
Trade Commission report from late last year. In November 2009 the ITC concluded that 
there is “reasonable indication that an industry in the United States is materially injured 
by reason of imports of certain coated paper from China.” The examples of Sappi Fine 
Paper and NewPage demonstrate that the consequences of China’s currency manipulation 
are material. The effects are very tangible in U.S. communities whose industries are 
struggling to stay afloat in the face of Chinese competition, communities such as the 
towns of Westbrook and Rumford. Maine. These Main Street consequences are the most 
compelling reason for the Administration, including the Departments of Treasury and 
Commerce to respond to the RMB undervaluation with all of their resources. Should 
these agencies not adequately protect American companies from China’s unfair currency 
practices. Congress will have no option but to act itself 

Thank you for allowing me to submit this testimony, and I look forward to working with 
you to ensure that American workers and businesses are able to compete globally on a 
level playing field. 
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STRENTHENING INTERNATIONAL MONETARY ARRANGMENTS 

Slalcmcnt by 
Robert Z. Aliber 

Professor of International Economics and Finance Emeritus 
Chicago Booth School of Business 
University of Chicago 

Before the Ways and Means Committee 

United States House of Representatives 

March 24, 2010 


I am honored by the invitation to testify before this Committee and regret that 
I have a long standing commitment to be in Beijing on the dale of these very important 
hearings. 

First, my background. I have studied international financial issues for more than fifty 
years, including currency questions and the evolution of international monetary and 
banking arrangements. Much of my research and writing in the last fifteen years has 
centered on international financial crises — the last forty years have been exceptional in 
terms of the number and severity of the waves of financial crises. 

The paradox of the last sixty years has been the unprecedented global economic 
growth despite these waves of crises. There have been remarkable improvements in 
public health, longevity, education, and economic well-being in much of Asia, most of 
Southern Europe, and many other countries. Much of that success can be attributed to the 
openness of the global economy and the opportunity that developing countries have had 
to benefit from their ability to sell their manufactured goods in foreign markets. Access 
to foreign markets and especially to the U.S. market has been a catalyst for rapid 
economic growth throughout Asia. The U.S. market is especially important to these 
foreign countries because it is so large and diverse that foreign firms can enter with 
modest likelihood that they will take such a large share from domestic firms that they will 
then encounter a severe protectionist response. Americans should be proud of the 
success of the United Slates in advancing a more open global economy. Americans have 
benefited from the increase in the variety of foreign goods available in U.S. markets and 
the impact of these goods on the quality and variety of products that American firms have 
developed in re.sponse. 

My comments today are in three sections. The first section reviews the US role as the 
dominant reserve currency country for nearly 100 years. The key idea is that the U.S. 
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dollar has evolved into a reserve eurreney because foreign central banks have concluded 
that it is a more effective store of value than any other currency. 

The second section deals with measures to enhance the reserve currency role of the 
U.S. dollar. The United States is the dominant reserve currency country and should adopt 
measures to stabilize and strengthen the reser\'e currency role of the U.S. dollar. The 
objective of stabilizing this role is to reduce and minimize the susceptibility of the U.S. 
economy to shocks from other countries — like the shock that has led to these hearings. 
China and other foreign countries want trade surpluses, and the United States has 
passively imported the counterpart trade deficits, at substantial cost to the profits and 
employment in U.S. manufacturing firms and to the U.S. fiscal balance. 

The third section deals with the global imbalances that have developed as a result of 
the industrialization in China. China’s financial structure is distorted by some bizarre 
regulations. It is absurd that one of the poorest countries in the world has purchased more 
than $2,000 billion in U.S. dollar securities when that money could be used to help the 
700 million or 800 million Chinese that have incomes that are still below and in some 
cases far below the poverty line. China should be encouraged to adopt measures to reduce 
its bilateral trade surplus with the United States. The objective of the U.S. attention 
should be on the need for an orderly reduction in China’s trade surplus rather than on the 
value of the yuan in the currency market, which is one of several instruments of policy 
rather than a policy objective. An appreciation of the Chinese yuan of ten, fifteen, or 
thirty percent is not likely to lead to a significant reduction in the large Chinese trade 
surplus unless there are accompanying changes in financial structure in China. The 
Chinese economy has tremendous flexibility in costs and prices, and a large appreciation 
of the Chinese currency will induce a significant decline in costs; the decline in Chinese 
exports to the United States and the increase in its imports are likely to be modest. A 
policy proposal that can reduce the Chinese trade surplus with the United States in an 
orderly way is presented in this section. 


THE US ROLE AS A RESERVE CURRENCY COUNTRY— THE HISTORY 


The U.S. role as an international reserve currency country began more than one 
hundred years when the term “the gold standard” described the international monetary 
system. The British pound was even more important as a reserxe currency. Firms 
headquartered in other countries and foreign central banks found it in their self-interest to 
acquire U.S. dollar securities and U.S. bank deposits to facilitate their international 
transactions. These groups were "voting with their feet”; they wanted to minimize 
transactions costs associated with international payments and receipts and enhance and 
protect the value of their financial wealth. . 
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One analogy for the evolution of the U.S. dollar as a reserve currency is provided by 
the development of money, which began in pre-history; coins manufactured from several 
different metals were developed to use in payments because the use of coins in payment 
was much less costly than barter, which was exceedingly time-consuming; comparative 
price shopping in a barter economy is a high cost activity. A money has three attributes^ — 
as a unit of account or measuring rod, as a means of payment, and as a store of value. 
Coins made of gold, silver, and copper were among the first monies. These coins 
complemented each other in transactions because they had different value-to-weight 
ratios and they were competitive with each other as stores of value. Gold eventually 
dominated silver as a store of value, partly becau.se new silver discoveries led to decline 
in its price relative to the price of gold. 

Paper money evolved because it was more effieient and less costly to use in payments 
than commodity monies, especially in payments of a very large amount and payments 
over large distances. 

The U.S. dollar is a unit of account in the global economy; the prices of many 
commodities — gold, petroleum, coffee, palladium — are stated in the U.S dollar, even in 
transactions outside the United States. The U.S. dollar is a means of payment; when the 
Japanese importers of Mercedes and BMWs pay the Cierman exporters, they first buy the 
U.S. dollars with Japanese yen and then use the U.S. dollars to buy the Euro. The U.S. 
dollar is a store of value; foreign central banks hold $5,000 billion of U.S. dollar 
seeurities. 

The primary reason that the U.S. dollar became a reserve currency at the end of the 
nineteenth century was that the United States then was much the largest economy, about 
three times larger than the British economy. Some foreign firms and foreign central banks 
acquired U.S. dollar securities because they had a "short foreign exchange position” in 
the U.S. dollar; their U.S. dollar payments may have been larger than their U.S dollar 
rceeipts. Some foreign central banks concluded that U.S. dollar securities were likely to 
be a more effective store of value — to retain their purchasing pow'er over market baskets 
of goods and services than securities denominated in most other currencies. 

Most of the acquisitions of U.S. dollar securities and U.S. real assets by non- 
Americans have been voluntary, although some foreign central banks were reluctant 
buyers of U.S. dollar securities in the 1 960s; they would have preferred to hold more gold 
in their portfolios of international reserve assets. 

The U.S. dollar evolved into the dominant reserve currency because U.S. dollar 
seeurities had advantages relative to securities denominated in other currencies, 
particularly as a store of value. The expectations of the central banks that bought U.S. 
dollar securities as a store of value have been satisfied. The real rate of return on U.S. 
bonds has been in the range of three to four percent in each of the last four decades. The 
real rate of return in the inflationary 1970s was negative, but that was made up in the 
1980s. 
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During the last thirty years that the Unite States has evolved from the world’s largest 
ereditor country to the world’s largest debtor country because of a surge in the foreign 
demand for U.S dollar securities, not because the U.S government borrowed abroad, and 
not because U.S firms borrowed abroad to finance expenditures in the United States. 

Moreover in the last twenty years there has been a remarkable transformation in the 
motives for the purchases of U.S. dollar securities by central banks in a few foreign 
countries. Initially, foreign central banks purchased U.S. dollar securities because they 
wanted to hold more international reserve assets. More recently, the central banks in 
China and few other countries have purchased U.S dollar securities because they wanted 
to increase the employment in their export industries; they have maintained undervalued 
currencies to increase employment in their export indu.stries. Their purchases of U.S. 
dollar securities have not motivated by the need for international reserve assets, their 
holdings of these assets are much larger than their need for international reserves. But 
their trade surpluses have been large, both absolutely and as share of their GDPs, and 
they have used the money acquired from their export surpluses to buy U.S. dollar 
securities because they concluded that they did not have any good alternatives. 

There arc two popular misconceptions about the relationship between the U.S. trade 
dellcit and foreign purchases of U.S. dollar securities and the U.S. fiscal deficit. 

Consider the statement like "The United States receives a large volume of low cost 
imports from China and has gotten help in financing a significant part of its budget and 
current account deficits.” 

First consider the relationship between foreign purchases of U.S. dollar securities 
and the U.S. trade and current account deficits. If foreigners were not net buyers of U.S. 
dollar securities, the United States would not have trade and current account deficits. It’s 
that simple — this statement follows directly from the balance of payments accounting 
identity. The United States developed a trade deficit because foreigners bought U.S. 
dollar securities and U.S. real assets, their purchases meant that their currencies had a 
low'cr value than they otherwise would have had in the market for foreign exchange, and 
their exports to the United States increased more rapidly than their imposts. If foreigners 
stopped buying U.S. government securities, their currencies would appreciate and in 
some cases sharply, and the U.S. trade and current account deficits would decline. 

Thus purchases of U.S. dollar securities by the Peoples Ban k of China arc the 
largest single cause of the U.S. trade deficit in the last five years. . 

Now consider the relationship between the U.S. trade deficit and the U.S. fiscal 
deficit, which is more nuanced, partly because the factual needs to be compared with the 
counter-factual. The U.S. trade deficit is four percent of U.S. GDP; prior to the financial 
crisis the U.S. fiscal deficit was about three percent of U.S. GDP. Consider a mental 
experiment, the U.S. trade deficit disappears, perhaps because the foreign demand for 
U.S. goods increases by S600 billion, or because the U.S. demand for foreign goods 
declines by $600 billion and the U.S. demand for domestic goods increases by $600 
billion. The increase in the demand for U.S. goods of $600 billion would lead to an initial 
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increase in U.S. GDP $600 billion. The U.S. government’s tax receipts would increase by 
$200 billion, the product of the $600 billion increase in U.S.GDP and a marginal tax rate 
ofSO percent. American households and firms would increase their spending by $360 
billion, the product of the increase in the after-tax incomes of $400 billion and a marginal 
spending rate of 90 percent. 

The increase in spending of $360 billion would lead to an increase in U.S. GDP of $360 
billion. The U.S. government’s tax receipts would increase by an additional $108 billion, 
the product of the increase in U.S. GDP of $360 billion and the marginal tax rate of 30 
percent. Households and firms would increase their spending by 90 percent of the 
increase in their after-tax incomes of $252 billion. U.S. GDP would increase by an 
additional $227 billion. U.S. fiscal revenues would increase by $68 billion. 

The increase in U.S. GDP from the reduction in the U.S. trade deficit of $600 billion 
would be several times larger than $600 billion, and the increase in the tax receipts of the 
U.S. government would approach $400 billion. Moreover unemployment compensation 
payments and other government expenditures would decline, at least to the extent that 
there is significant excess capacity in the U.S. economy. 

For most of the years between 2002 and 2007, the U.S fiscal deficit was in the range of 
$250 billion to $400 billion. A significant part of the U.S. fiscal deficit prior to the 
recession that began in 2008 can be attributed to the U.S. trade deficit, which resulted 
from the purchases of U.S. dollar securities by foreign firms, governments, and central 
banks. 

Yes, the foreign purchases of U.S. dollar securities have helped finance the U.S 
Government’s fiscal deficit that was caused in significant part because these purchases 
caused the U.S. trade deficit. But it is important to remember at each moment the interest 
rates on U.S. dollar securities are the price of the stock of all debt — all debt, personal, 
corporate, and government — and tbc annual foreign purchases have been small relative to 
the stock of debt and have had a modest impact on U.S. interest rates. 

There have been two periods in the last ten years when the surge in foreign payments 
to the United Slates has contributed significantly to the U.S asset price bubbles. The first 
was in 1997 and 1998, following the Asian Financial Crisis. The second was in 2002 
after the Chinese trade surplus began to increase. A sharp increase in money fiows to a 
country often goes into the asset market and induces a significant increase in asset prices. 


MANAGING THE RESERVE CURRENCY ROLE OF THE U.S. DOLLAR 


For most of the last one hundred years the United States could ignore the 
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problem of managing the reserve eurreney role of the U.S. dollar. That luxury was 
possible because foreign holdings of U.S. dollar securities were small relative to U.S. 
GDP and to the U.S. net international investment position. Moreover, through most of 
this period, the United States was a creditor country 

That is no longer the case. Foreign holdings of U.S dollar securities are large relative 
to U.S. GDP. The surge in foreign purchase of U.S. dollar securities has caused the 
transformation of the United States from the world’s largest creditor country to the 
world’s largest debtor. 

International monetary arrangements often are in flux, especially as the relative size 
of countries changes. Some observers have concluded that the U.S. role as a reserve 
currency country is too costly. Perhaps. Consider the alternatives to the continuation of 
the U.S. role as a reserve currency country. One alternative is that some other country 
develops a reserve currency role, and supplants the U.S role, much as the United Slates 
supplanted Britain. That seems highly unlikely in the next ten to twenty years, although 
the Euro may become more of a reserve currency. The other dominant alternative is that 
an international institution develops its own currency, much as the European Monetary 
Union led to the creation of the Euro to supplant the currencies of ten or eleven of its 
members. That also seems unlikely 

As long as the U.S. dollar remains a reserve currency, it is a U.S. responsibility to 
ensure that the costs of this role to the American economy are minimized while the 
advantages to our trading partners remain large. The objective in managing tbe U.S. 
reserve currency role is to minimize the likelihood and the severity of the shocks to the 
U.S. economy from changes in the foreign demand for U.S. dollar securities Increases the 
foreign purchases of U.S dollar securities lead to declines in the competitiveness of 
American goods in foreign markets; if foreign central banks increase their purchases of 
U.S. dollar securities, the U.S trade deficit increases, and employment and profits in U.S, 
manufacturing increase. In contrast, if there were a sudden sharp decline in the foreign 
demand for U.S dollar securities, the U.S. trade deficit would decline sharply, which 
could lead to an increase in the U.S, inflation rate if the increase in demand is larger than 
the excess capacity in U.S, manufacturing industry. 

One opportunity to manage the U.S. reserve currency role occurred in the 1960s; 
there was then a shortage of monetary gold. The world price level had more or less 
doubled in the 1940s and the 1950s, largely as a result of finance associated with World 
War II and the relaxation of ceilings on prices and wages that had been adopted during 
the war. The U.S. government w'as adamantly against raising the U.S. dollar price of 
gold, primarily for domestic and foreign political reasons. The markets brought about tbe 
inevitable, and there was a surge in the U.S. dollar price of gold. Now the United States 
no longer has the option to increase the U.S. dollar price of gold. 

There are two different approaches to managing the foreign demand for U.S. dollar 
securities. One is centered on the U.S. trade account, and on the relation between U.S. 
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imports and U.S. exports. The other is eentered on U.S. fmaneial aeeounts. and the 
foreign demand for U.S, dollar securities. 

Measures to strengthen the U.S. resert'e currency role could be applied to ail U.S. 
transactions or they could applied to transactions with those foreign countries that have 
been large buyers — excessively large buyers—of U.S. dollar securities. 

First consider several measures that could be applied to transactions in goods. One 
measure w'ould apply a temporary tariff of ten percent or fifteen percent on imports from 
countries that have trade surpluses that are judged to be large. Another measure would 
require that countries that wish to sell in the United States would have to attach a coupon 
that they had purchased from U.S. exporters. These exporters would be given a coupon 
when the goods leave the United Slates, and they would be to the 

Now' consider the range of instruments that arc available to the U.S authorities that 
would impact the foreign demand for U.S. dollar securities. The direct instruments 
include changes in interest rates on U.S. dollar securities, a new issue of U.S. dollar 
securities that would be similar to TIPS, a tax on interest income of foreign central banks, 
and controls that would limit foreign purchases of U.S. dollar securities. 


CHINA’S INDUSTRIALIZATION AND ITS MASSIVE TRADE SURPLUS 

The ratios of the U.S. trade deficit to U.S. GDP and of the increase in U.S. 
international indebtedness to the increase in U.S. GDP in the last several years have been 
too large to be sustainable. The single most important counterpart of the U.S. trade deficit 
is the Chinese trade surplus. China has been reluctant to increase its imports from the 
United States as its exports of manufactures to the United States have increased rapidly. 

China has been one of the great economic success stories of the last fifty years. . 
Taiwan was one of the earliest, followed by Japan, and then South Korea and most 
recently Thailand and Malaysia. These countries experienced exceptionally high rates of 
economic growth when workers move from the farms and villages to the cities and the 
factories and initially produced inexpensive manufactured goods that were exported. 

Each of these countries has been able to achieve a rapid grotvth in its exports because of 
the openness of the U.S. market to foreign goods. 

The pattern of economic growth in China is similar to those in other countries in 
Asia that have achieved high rates of growth. Productivity gains in some sectors of 
manufacturing have been exceptionally high, and these sectors have been able to reduce 
their selling prices while paying higher wages to attract labor. The high incomes in 
manufacturing have led to increases in demand for agricultural products and services; 
because productivity gains in these sectors have been modest, the prices charged by the 
sellers in these sectors have increased, and the real incomes of those in these sectors have 
increased. The increases in the prices charged by these sectors have dominated the 
declines in the prices charged in the export-oriented sector of manufacturing. 
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The pattern lo money flows between countries at different stages ofeconomic 
development generally conforms with economic intuition and theory. Money flows to a 
country during the early stages of its industrialization in response to anticipated high rates 
of return associated with its rapid rate of economic growth. Thus the money flows to the 
United States during the nineteenth century were consistent with this pattern. The most 
rapidly growing countries almost always have trade deficits — much like the United States 
had trade deficits in the first half of the nineteenth century. Then when their growth rates 
slowed, the pattern of money flows has been reversed, and the money flows from the 
countries that fonnerly had been growing rapidly. 

China has been an exception to this pattern. China is the only country that has 
exported large amounts of money during the early stages of its industrialization, when its 
per capita GDP has been much lower than those in the countries that received this money. 
This perverse pattern of money Hows has resulted because financial regulations have 
limited the interest rates that banks could pay on their deposits and quantitative 
restrictions set by the Chinese government that limited the ability of Chinese banks to 
increase their loans. This quantitative restriction appears to reflect the concern that the 
more rapid increase in bank loans would lead to an increase in the inflation rate. Perhaps. 
But if China were to re-arrange its financial structure so that its imports more or less 
matched its exports, the total supply of goods and services available to the Chinese 
economy would increase immediately by five or six percent, which would put very 
significant downward pressure on the overall price level The money that China has used 
to buy U.S dollar securities instead could have been lent to business firms in China, and 
China's imports then would have increased to match the increase in its exports. 

The United States is under no obligation to have a trade deficit because China wants 
to have a trade surplus. If the Chinese currency had been freely floating in the last ten 
years, then the rapid increase in its exports would have led to an appreciation of its 
currency, and China’s imports would have increased rapidly — and dampened upward 
pressure on the consumer price level. Instead the Chinese currency had been pegged, and 
the large trade imbalance has put downward pressure on U.S. prices and incomes. 

China’s trade and current account surpluses are too large relative to the ability of its 
trading partners to adjust to the counterpart trade deficits. Moreover, the Chinese trade 
surplus has been increasing. Further, the prospect is that that as the growth rate in China 
slows, as it inevitably will, then money flows from China will increase and the Chinese 
trade surplus will increase further. 

A larger Chinese trade surplus means that the trade deficits of some other countries 
will increase. The U.S. trade deficit is likely to increase. The United States has no 
obligation or commitment that requires that it passively accept an increase in its trade 
deficit because China wants to have a larger trade surplus. 

The U.S. Government should seek an agreement with the Government of China on an 
orderly reduction in the Chinese trade surplus with the United States. Chinese officials 
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should be asked to provide their estimates of the “end game” — how they believe that the 
Chinese trade and current account surplus will evolve. 

The United States should indicate to China the ma.ximum acceptable bilateral trade 
imbalance, and a time line for the orderly reduction in the Chinese trade surplus. 

There are several different measures that the China can adopt to reduce its trade 
surplus. One that receives a great deal of attention is to allow the yuan to appreciate. 
Another is to reduce its import barriers and to encourage imports, even to the extent of 
subsidizing imports. A third is de-regulate its financial structure. There may be other 
changes in policy. These measures can be used together. 

The U.S. government should allow China to decide how to reduce its extraordinarily 
large bilateral trade surplus with the United .States. 

If the bilateral Chinese trade surplus with the United States remains larger than that 
deemed acceptable, the U.S. Government should adopt measures to supplement any that 
might be adopted by the Chinese to reduce its large trade surplus. One measure is ten 
percent tariff on imports from China; the tariff rate would be increased until the trade 
imbalance declines to a sustainable value. 

A second measure is to link U.S. imports from China to U.S. exports. U.S. exporters 
would receive “trade points” for each dollar of sales from the United States; these points 
would be recorded at a special account in the Department of Commerce. These exporters 
would be free to sell these points to firms that want to import. U.S. firms that want to 
import from China would be obliged to acquire the appropriate number of these points in 
the free market before these goods would be allowed to enter the United States. 

U.S. exports would be promoted by this arrangement because the revenues of U.S. 
firms that sell abroad would be higher because of receipts from the sale of the “trade 
points.” U.S. import growth would be slower because the U.S. dollar cost of imports 
would be higher because of the amount that importers would have to pay for these points. 

U.S. exporters would receive points regardless of the destination of their sales. Only 
imports from countries that have trade surpluses deemed exceedingly large would be 
required to participate in the point arrangement. 

The U.S. Treasury would change the number of points required to import goods 
from China to ensure that there is an orderly decline in the trade imbalance, adjustment. . 

The introduction of “trade points” to supplement the market price is not a first best 
solution, which would involve measures by countries that have large trade surpluses to 
increase their imports 
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Measures that the United States might adopt to reduce its trade deficit would bring 
forth cries of protectionism, protectionism. These protests are nonsense, a country that 
that has a trade deficit of three, four or five percent of its GDP is not protectionist. 
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VIA R-MAIL & FACSIMILF 


The Honorable Sander Levin 
Chairman, Commiiicc on Ways and Means 
U.S. House ofReprescntalives 
1 102 Longworth House Office Building 
Washington, O.C. 205 1 5 

Re: Public comments for The American Iron and Steel Institute on the full Committee 

hearing March 24, 2010, on the exchange rate policy of the Government of the 
People’s Republic of China, and its impact on the U.S. and global economies. 

Dear Mr. Chairman, 

These comments are filed by The American Iron and Steel Institute (AISI) on behalf of its U.S. 
member companies, pursuant to the March 1 5, 20 1 0 advisory requesting written statement for 
consideration by the three Subcommittees and for inclusion in the printed record of the hearing. 
AlSI’s U.S. member companies account for over 75 percent of the raw steel produced annually in 
the United States. 

I. China’s Undervalued Exchange Rate: The Single Largest Subsidy to Chinese 
Manufacturers and the Key to China’s Export-Led Growth Strategy 

Over the past 1 6 years, China’s currency (the ’‘RMB”) has been pegged to the U.S. dollar, severely 
undervalued and a key element in the Chinese government's successive 5>year plans to transform 
China into “the world's factory.” This fundamental exchange rate misalignment - maintained 
through strict currency controls and massive government intervention — has been central to a 
Chinese economy that has been geared to, and remains overly dependent on, export-led growth. 

It has not been China's only subsidy or protectionist measure in its “strategic” industrial policies to 
promote economic development and preserve social stability. However, w ith the RMB 
undervalued by as much as 50 percent according to some economists, it is the single largest 
government subsidy to manufacturers in China, and it w as a major cause of the global structural 
imbalances that contributed significantly to the world financial meltdown and to the Great 
Recession of 2008-2009. 

From behind a “currency w all of protection,” China has promoted its ow n jobs, investment, 
production, R&D and exports at the expense of the manufacturers in the U.S. and elsewhere. This 
mercantilist currency policy has carried w ith it certain costs for the Chinese economy (e.g., asset 
bubbles and inflation) and for Chinese manufacturing industries (e.g., higher costs for dollar- 
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denominated raw material imports). However, its main etTect has been to help build up China's 
"'strategic” industrial sectors ~ including steel and steel-related industries - into global 
poweiiiouses capable of dominating world markets irrespective of genuine cost-competitiveness. 

II. China's Currency Mercantilism: The Case of Steel 

Steel provides a “window” on the “China Ine.” economic development model. 

• As many outside analysts have correctly noted, China's steel industry is not low-cost. It faces 
numerous internal structural challenges, such as industry fragmentation and water and energy 
shortages; and it must import enormous amounts of iron ore at very high world prices. 

• Yet, because of import barriers, raw material export restrictions, border tax manipulations, 
intellectual property rights violations, dumping. Customs fraud and massive subsidies — including 
currency manipulation to keep the RMB severely undervalued — China has been able to build the 
world's largest steel industry by far. 

From 2000 to 2009, China went from having 15 percent to 47 percent of world steel production. Even 
more spectacularly, by 2012 — China's steel capacity, in spite of its high cost status, is projected to 
grow to an astounding 840 million metric tons or roughly seven times that of the United States. 


4r% 50% 
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Not surprisingly, as the government of China was building and directing the world's largest steel 
industry (which remains over 90 percent government-owned), there was an inevitable and 
unpax'edentcd surge of unfairly traded steel exports to the U.S. and other world markets. 

• Thanks to perv asive dumping and tens of billions of dollars in local, provincial and central 
government subsidies (including the huge currency subsidy), China went from being 3 percent 
lol9 percent of total U.S. finished steel imports (between 2002 and 2008). 

• In the process, as steel imports from China rose from only 600,000 tons a year (in 2003) to 
nearly 5 million tons a year (by 2008). America's steel companies, employees and 
communities all sufiered significant and long-lasting injury. 
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US Imports of Chinese Steel Mill Products 

Sourer; US Htpl of Commttcr 


I finished steel mill products 
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Meanwhile, the U.S. steel trade balance with China went from being a slight surplus for the United 
States (in 2003) to China accounting for 25 percent of the total U.S. trade deficit in finished steel mill 
products (by 2008). The recent decline in China’s direct steel exports to the United States is the result 
of two main factors: ( 1 ) U.S. trade law enforcement vs. dumped and subsidized imports from China: 
and (2) the global economic crisis (which produced a Great Recession in the U.S. and a massive 
domestic infrastructure-focused stimulus program in China). However, the effects of the crisis are 
temporary and. as conditions unwind, and unless trade laws are strengthened and strictly enforced, we 
can expect China to return to a practice of exporting huge quantities of steel - and unemployment. 
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111. China's Currency Mercantilism: The Case of Steel-Intensive Industries 

The subsidy and trade protection effects of China’s currency undervaluation aa* a problem not 
only for steel but for our domestic customers and the entire U.S. manufacturing base. According 
to a recent study by the Economic Policy Institute (EPI), in the years between 2001 and 2008, 
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when the U.S. experienced nearly $1.5 trillion in cumulative manufacturing trade deficits with 
China, the U.S. lost 2.4 million manufacturing jobs due to China trade, including 150,000 jobs in 
the metals industry. Between 2000 and 2009, China went from being 22 percent to 52 percent of 
the total U.S. manufacturing trade deficit. For a single country to account for 52 percent of 
America's manufacturing trade deficit is unsustainable both politically and economically. 


US Manufacturing Trade Deficit SoHJvr: U.S. Deftt. of Commerce 
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Since roughly 75 percent of manufactured products contain some steel, we see much the same 
trends in U.S. "indirect" steel trade, which is basically our manufacturing trade balance expressed 
in tons of steel. 


Aided by currency undervaluation and other unfair trade practices, the U.S. indirect steel trade 
deficit with China grew from 3.7 to 5.9 million tons between 2004 and 2008, during which time 
China went from being 24 percent to 46 percent of the total U.S. indirect steel trade deficit. 

Indeed, even in the Great Recession year of 2009, as America's total indirect steel trade deficit 
with the world declined significantly. China's share of this deficit increa.scd again — to 53 percent. 

U.S. Indirect Steel Trade Deficit 
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China currently is shipping approximately six million tons of steel a year to the United States in 
the form of sieel-inicnsivc manufactured goods such as automotive, machinery, construction and 
appliance products. 



Indirect Steel Imports from China 
by End-Use Market 

tn 2009. imports of manufactured 
goods from China contained 
about 6 million tons of steel 


Assisted by numerous types of industrial subsidies, as well as by the huge subsidy of currency 
undervaluation, these indirect Chinese steel exports to the U.S. are currently running at a rate that 
is roughly triple that of China's direct steel exports to the United States. 

IV\ The U.S. National Interest in the Post-Crisis Period: A Significant Rebalancing of 
World Trade Flows and Real Solutions to Address China^s Currency Mercantilism 

Global structural imbalances (with excessive savings, investment and exports by China, and 
excessive consumption/imports and inadequate savings/investment by the U.S.) were a major 
cause of the global financial meltdown and the worst recession since the Great Depression. There 
is now a stated desire on the part of both countries for “rebalancing,” i.c.. more domestic 
consumption-led growth in China and more export-led growth by the United States. 

AISI strongly supports such globiil rebalancing (which will take time) and, for the U.S., we also 
endorse the President’s National Export Initiative (NIE) with its goal of doubling U.S. exports over 
the next five years. The economic reality we are facing, however, is that approximately 70 percent 
of U.S. exports are manufactured goods and, in China -- the country w ith which we have the largest 
bilateral trade deficit by far - mercantilist and market-distorting practices continue to proliferate. 

At the same time, China has Ju.st turned the challenge of a global economic crisis into an opportunity 
to further enhance its world economic and manufacturing clout. In the crisis year of 2009, China 
both ( 1 ) poured hundreds of billions of dollars into upgrading its domestic infrastructure and (2) 
increased its foreign reserve holdings by more than S450 billion (to over $2.4 trillion and counting). 

Accordingly, we have stressed to U.S. policy makers that, if we are really serious about the goal of 
doubling U.S. exports over the next five years, the U.S. government will need to: 



189 


6 


• Address Chinese currency manipulation; 

• Enforce trade agreements; 

• Negotiate better trade agreements; 

• Enforce trade laws; 

• Obtain greater market access in China and other big emerging markets; and 

• Promote a pro-manufacturing agenda for the United States, with no unilateral U.S. regulation 
of manufacturers’ greenhouse gasses. 

On the issue of Chinese government currency manipulation in particular, we have said that, unless 
this problem is effectively addressed, our goal of doubling exports over the next five years will 
never be achieved. In our recommendations to U.S. policy makers, we have stressed that, "By 
undervaluing its currency. China effectively provides an export subsidy to its manufactured goods, 
giving Chinese producers an unfair ad\witage in their home market and in third country markets. 
The U.S. government must press China to end this trade-distorting practice. ” 

AISI supports a two-pronged approach to China trade of both dialogue and enforcement but, on the 
issue of Chinese government currency manipulation, it should be clear to everyone by now that the 
time for dialogue is over and the lime for trade enforcement is here. 

It is likely correct to conclude that the government of China will act on the currency issue only 
when it feels that it is in its own economic and political interest to do so. However — regardless of 
whether, how and when China acts on this issue -- the U.S. government has a responsibility to act 
in our national economic interest, which is to defend against China’s currency mercantilism, so 
that we can make more things in America, promote more manufacturing in the United States and 
reverse the manufacturing Jobs loss in our country. 

We must never forget that. Just as Chinese government currency manipulation and other unfair 
Chinese trade practices have cost millions of good Jobs in traditional U.S. manufacturing 
industries, so too will these policies - if left unaddressed - cost millions of good, future “green 
collar” U.S. manufacturing Jobs. 

In January 2009, at the height of the economic crisis. Treasury Department Secretary Timothy 
Geithner told the Congress in writing that, "President Obama - backed by the conclusions of a 
broad range of economists - believes that China is manipulating its currency ... [and that the 
President has pledged] to use aggressively all the diplomatic avenues open to him to seek change 
in China s currency' practices. " The lime for aggressive action is long past due. 

The evidence is ovenvhelming that the government of China has been manipulating its currency 
and. in recent weeks, Members of Congress have been ramping up the pressure for action on the 
China currency front. As the Congress is now recognizing; the problem of Chinese government 
currency manipulation is a “core” structural problem in the world trading system and it poses a 
continuing threat to U.S. Jobs and to the still very fragile U.S. economic recovery. 

At the same time, there is increasing recognition internationally that the government of China’s 
currency manipulation is not Just a problem for the U.S. alone. China’s ongoing manipulation of 
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its currency is harming manufacluring competitors from North America to South America and 
from Burope to Africa. In recent weeks, the international pressure has been building, and the call 
for significant change in China's currency practices has been echoed by the Heads of both the 
International Monetary Fund (IMF) and the World Bank. 

In consideration of all of these factors, the AISI urges the following course of action: 

• The Treasury Department, in its next report, should at long last cite the government of China as 
a “currency manipulator”; 

• The U.S. government should make currency manipulation of the type practices by China 
actionable under U.S. trade remedy laws, and the Commerce Department should apply 
countervailing duty (CVD) law to currency subsidies; 

• The Congress should pass urgently, and the Administration should sign promptly into law, 

H.R. 2378, the bipartisan "Currency Reform for Fair Trade Act”; 

• The Administration should use every other available tool, including coordinated and aggressive 
diplomatic pressure, to persuade the government of China to correct the fundamental 
misalignment of the RMB; and, if necessary, 

• The Administration should pursue legal action in the WTO to protect U.S. rights. 

V. Conclusions 

The government of China is manipulating its currency, and has been doing so for many years. 

This currency manipulation has been devastating not just to the American steel industry, but to the 
entire U.S. manufacturing base. While the government of China continues to do what it believes is 
in its national interest, the U.S. government has an urgent responsibility to defend U.S. national 
economic interests in this matter. 

To correct global structural imbalances, promote U.S. jobs and exports, foster a robust and 
sustainable recovery and defend and rebuild our manufacturing base, it is absolutely essential to 
address the problem of Chinese government currency manipulation. To deal elTeclively with this 
problem will take more than dialogue. The time for aggressive U.S. government action is long 
past due. It is time to cite China as a currency manipulator, enact an effective trade law remedy 
(H.R. 2378), increase international diplomatic pressure and pursue WTO action if necessary. 

The recent announcement by Treasury Secretary Geithner that the United States will delay its 
semi-annual report on currency to allow multilateral diplomacy, over the next three months, more 
time to work with the government of China should lead the Congress to expedite its enactment of 
an effective U.S. trade law remedy provision to address fundamental currency misalignment. The 
historical record of relying on dialogue and diplomacy alone to address the problem of Chinese 
government currency manipulation gives no cause tor optimism. We need U.S. trade remedy tools 
now to defend ourselves against currency manipulation and the domestic job losses it causes. 

The AISI, on behalf of its U.S. member companies, appreciates this opportunity to provide written 
comments to the Ways and Means Committee on the exchange rate policy of the Chinese 
government and on the impact this policy has had on the U.S. and global economies. 
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